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I. 

ARIZONA WATER COMPANY 

Rejoinder Testimony of 

William M. Garfield 

INTRODUCTION AND PURPOSE OF TESTIMONY 

WHAT ARE YOUR NAME, EMPLOYER AND OCCUPATION? 

My name is William M. Garfield. I am employed by Arizona Water Company (the 

“Company”) as President. 

ARE YOU THE SAME WILLIAM M. GARFIELD THAT PREVIOUSLY 

SUBMITTED DIRECT TESTIMONY AND REBUTTAL TESTIMONY IN THIS 

MATTER? 

Yes, I am. 

WHAT IS THE PURPOSE OF YOUR REJOINDER TESTIMONY IN THIS 

PROCEEDING? 

The purpose of my rejoinder testimony is to respond to certain surrebuttal 

testimony submitted by the Arizona Corporation Commission’s Utilities Division 

Staff (“Staff”), the Residential Utility Consumer Office (“RUCO’’)l and the City of 

Casa Grande (“City’’) in this rate proceeding. Specifically, I will present the 

Company’s rejoinder position with respect to cost recovery of Central Arizona 

Project (“CAP”) M&l capital charges and ratemaking treatment of legal costs 

related to the Company’s defense of the City’s unsuccessful attempt to condemn 

a portion of the Company’s Casa Grande system, and the Company’s attempt to 

protect its exclusive water service rights under its Casa Grande Certificate of 

Convenience and Necessity (“CC&N’’). 

RESPONSE TO STAFF’S SURREBUTTAL TESTIMONY 

A. Recoverv of Legal Expenses 

2 
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A. 

___ 

1. 

4. 

-- 

DO YOU AGREE WITH MR. LUDDERS’ SURREBUTTAL TESTIMONY 

CONCERNING THE LACK OF BENEFITS TO THE COMPANY’S CASA 

GRANDE RATEPAYERS RESULTING FROM THE COMPANY’S LEGAL 

ACTIONS CONCERNING THE CITY? 

No, I do not. First, no party to this proceeding has questioned the Company’s 

actions in either the defense of the City’s unlawful condemnation attempt or in 

challenging what the Company believed was an unlawful invasion of the 

Company’s CC&N by the City in providing water service to certain of the 

Company’s non-potable water customers. In both cases, the fees and expenses 

incurred by the Company were legitimate business expenses, and were 

necessary to protect the Company’s rights under its CC&N. Frankly, I find the 

notion that a utility’s costs to defend itself in a lawsuit are not an appropriate 

expense to be incredible. I also disagree with the argument that to be recovered 

in rates, an expense must “benefit” ratepayers. A number of expenses do not 

benefit ratepayers, such as depreciation and various taxes utilities are required 

by law to pay. Nevertheless, these expenses are regarded as an appropriate 

cost of service and are recovered in rates because they are reasonably related to 

the operation of the business. In this case, there is no dispute about the amount 

or the reasonableness of the Company’s expenditures, and they should be 

treated as a cost of doing business. 

ASSUMING FOR THE SAKE OF ARGUMENT THAT IT IS NECESSARY TO 

SHOW THAT RATEPAYERS RECEIVED A “BENEFIT,” DO YOU BELIEVE 

THAT CASA GRANDE RATEPAYERS BENEFITED FROM THE COMPANY’S 

DEFENSE OF THE CONDEMNATION ACTION? 

Yes. There are six major points of focus on this issue: First, the City was 

attempting to condemn and take over a portion, but not all, of the Company’s 

Casa Grande CC&N and water system. Second, the condemnation, if 

successful, would have created several severed areas of the Company’s water 
2 
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system, resulting in diminished sources of supply, water storage, pressures and 

pumping capacities, decreases in overall operating efficiencies, and increases in 

operating costs and water rates. Third, the City was attempting to condemn all 

8,884 acre feet of the Company’s Casa Grande CAP Colorado River Water 

allocation, under the Company’s long-term allocation and supply contracts 

approved by the Arizona Department of Water Resources and the Bureau of 

Reclamation for the Company’s existing and future Casa Grande customers. 

Fourth, the Company’s Casa Grande customers would have been forced 

to become involuntary water customers of the City’s start-up water system, and 

would have faced substantial increases in water rates as a result of the City 

having to pay the full fair market value of the Company’s condemned facilities 

and CAP water supplies. At the same time, their customers would likely have 

experienced a reduction in the level of water service that they had come to 

expect from the Company, such as less reliable sources of supply, diminished 

water storage, distribution system capacity, water pressure, and potential 

impacts on water quality. Fifth, the City’s voters (the Company’s customers) had 

already rejected the City’s previous attempt to enter the water utility business and 

to fund such a takeover of the Company’s water system and the acquisition of 

the Company’s public utility plant and CC&N rights. The City’s condemnation 

action was contrary to its voters’ wishes. Finally, the customers within the area 

the City sought to take over would lose the regulatory protection of the 

Commission. 

CAN YOU PROVIDE AN EXAMPLE OF THE KIND OF THE ADVERSE 

IMPACT THAT YOU DESCRIBE FOR THOSE CUSTOMERS WHO RECEIVE 

WATER SERVICE FROM A CONDEMNING ENTITY? 

Yes, although condemnations of water utilities by cities entering the water utility 

business for the first time are rare. An example of a recent condemnation 

attempt is playing out now concerning Cave Creek Water Company. Global 
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Water Resources (“Global”) recently purchased Cave Creek Water Company 

through a stock purchase for approximately $6 million, well above book value. 

The stock purchase followed an attempt by the Town of Cave Creek to negotiate 

a purchase of the water company. Negotiations broke off, however, and Global 

stepped in to purchase the water company. 

The Town of Cave Creek recently held an election to decide if voters 

would approve the purchase of Cave Creek Water Company. With a minimum 

purchase price now set above $6 million, it is clear that the purchase price 

through condemnation by the Town of Cave Creek will significantly exceed the 

historical cost rate base set by the Commission far Cave Creek Water Company. 

The result will be increased water rates and/or increased property taxes to pay 

for general obligation bonds issued to fund the acquisition. If the Town of Cave 

Creek goes ahead with the condemnation, Cave Creek residents will see 

increased water utility costs. In addition, if the courts approve the Town of Cave 

Creek‘s request to take immediate possession, the previous customers of Cave 

Creek Water Company will receive service from an inexperienced water provider, 

as the new water provider tries to learn how to operate a water system. 

The Cave Creek Water Company case is much less complicated than the 

City’s attempt to condemn part of the Casa Grande water system. The Town of 

Cave Creek seeks a full condemnation of the water company’s water system and 

CC&N without the significant severance damage that would have occurred with 

the City’s failed unlawful attempt to condemn only a portion of the Company’s 

Casa Grande system. 

ARE THERE OTHER EXAMPLES OF WATER UTILITY CONDEMNATIONS BY 

MUNICIPALITIES THAT ILLUSTRATE THE POTENTIAL IMPACTS TO 

RATEPAYERS? 

Yes. The City of Surprise attempted to condemn a water system in the mid- 

1980’s that followed precisely the path I just described. In that case, the jury set 
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9. 

2. 

\. 

the fair market value far above what the City of Surprise expected to pay when it 

took immediate possession of the water system. As a result the City of Surprise 

returned the water system to the water utility, and had to bear all of the water 

uti I ity ’s I it ig a tion expenses. 

IS STAFF’S POSITION WITH RESPECT TO RECOVERY OF THE 

COMPANY’S LEGAL EXPENSES ASSOCIATED WITH THE CITY’S 

PROVISION OF RECLAIMED WATER SERVICE TO SOME OF THE 

COMPANY’S CUSTOMERS SIMILAR TO ITS POSITION ON THE 

CONDEMNATION MATTER? 

Yes. Staff fails to see the compelling necessity for the Company’s defense of its 

exclusive right to provide water service within its CC&N. That compelling 

necessity arises because if another entity takes over water service to some 

customers within the Company’s CC&N, it will ultimately cause rates to increase 

to the remaining ratepayers. This is especially true in this case because the City 

required one of the Company’s major customers, the Reliant Energy Desert 
-~ 

Basin power plant (now owned by Salt River Project), to purchase effluent from 

the City instead of non-potable CAP water purchased from the Company. The 

City’s provision of water service to Reliant Energy and similar customers 

receiving non-potable CAP from the Company, shifts recovery of CAP M&l 

capital charges to the Company’s other ratepayers. When non-potable CAP 

users receive water service from the Company, CAP M&I capital charges, and 

potential deferrals of such charges, are reduced, providing cost savings to the 

Company’s existing and future ratepayers. 

B. 

DO YOU AGREE WITH STAFF’S SURREBUTTAL POSITION ON THE 

RECOVERY OF CAP M&l CAPITAL CHARGES? 

No. Staff argues that the Company’s Casa Grande, Coolidge and White Tank 

CAP allocations have not been beneficial to the Company’s ratepayers, and 

Recovery of CAP M&l Capital Charges 

c 
U 
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4. 

Ill. 

2. 

therefore, those costs should not be included in rates. Staffs conclusions are 

wrong about the usefulness and benefits of the Company’s CAP allocations to 

the existing ratepayers. Of course, the Commission could authorize the 

Company to recover CAP costs through a combination of hook-up fees and/or 

recovery through water rates. While the Company believes that recovery of the 

majority of CAP capital charges from current customers is warranted, it 

recognizes that hook-up fees, if set at proper levels, could generate sufficient 

revenues to amortize the payment of deferred CAP M&l capital charges over a 

reasonable period of time. However, hook-up fees are based on forecasted 

customer growth, and slower customer growth will mean longer recovery periods 

and further accumulation of deferred CAP M&l capital charges. For additional 

testimony on this issue, please refer to the rejoinder testimony of Sheryl Hubbard 

and Ralph J. Kennedy. 

IS THE COMPANY WILLING TO PROVIDE THE STAFF AND THE 

COMMISSION WITH A CONCEPTUAL CAP WATER USE PLAN? 

Yes. The Company is willing to provide Staff and the Commission with such a 

conceptual plan. The Company will file a company-wide rate application in 2007 

using calendar year 2006 as a test year. It is appropriate to begin collecting 

revenues now, in order to begin reducing the existing CAP M&l capital charge 

~ ~ _ _ _  __-. 

deferral, with a conceptual plan submitted by the Company to Staff prior to filing 

the Company’s next rate case in 2007. The Staff can build in certain 

benchmarks and points of compliance into this next rate proceeding to assure 

that CAP water will be put to beneficial use within a reasonable period of time 

and with fuller knowledge of the costs of purchasing and treating CAP water. 

RESPONSE TO RUCO’S SURREBUTTAL TESTIMONY 

A. Recovery of Lesral Expenses 

DO YOU AGREE WITH RUCO’S RECOMMENDATIONS CONCERNING THE 

RECOVERY OF LEGAL EXPENSES ASSOCIATED WITH THE CITY’S 

7 
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4. 

2. 

\. 

UNSUCCESSFUL AND UNLAWFUL CONDEMNATION AND THE CITY’S 

PROVISION OF WATER SERVICE WITHIN THE COMPANY’S CASP 

GRANDE CC&N? 

No, I do not agree with RUCO’s recommendation for the same reasons that 

have provided in response to Mr. Ludders’ surrebuttal testimony on this issue 

These legal costs were legitimate costs of doing business prudently incurred bp 

the Company in defending its rights. Irrespective of the Company’s success 

these necessary legal defenses were diligently pursued by the Company for the 

benefit of the Company’s ratepayers for the reasons stated above. Having been 

legitimately and prudently incurred, those costs must not be disregarded foi 

ratemaking purposes. Sheryl Hubbard and Ralph J. Kennedy will provide 

additional testimony on the issue of the appropriate accounting treatment of the 

Company’s expenditures. 

B. 

DO YOU AGREE WITH RUCO’S CONTENTION THAT THE COMPANY 

Recovery of CAP M&l Capital Charwes 
~ ~ _ _ ~ _ _ _ _ _  - - ___ __ ____ 

MISPRESENTED COMMISSION DECISION NO. 62993 CONCERNING COST 

RECOVERY OF CAP M&l CAPITAL CHARGES? 

No, I do not. I have reviewed this Commission Decision many times and in great 

detail, and it is clear that the Commission approved of Staffs 

recommendations in the Decision as listed under the findings of facts. While the 

recommendations on the recovery of CAP costs contained within this Decision 

discussed the need to review on a case by case basis the appropriate method of 

recovering the cost of CAP water, whether through water rates for existing 

customers or through hook-up fees from new customers, cost recovery was to 

commence even if CAP water was not vet fullv being used. The Company did 

not misstate or misrepresent the Commission approved recommendations 

contained in this Decision or in Staffs Policy. 
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a. 

IS RUCO’S POSITION THAT CAP WATER BE USED AND USEFUL PRIOR 

TO RECOVERING CAP M&l CAPITAL CHARGES APPROPRIATE? 

No. CAP water is part of the Company’s long-term water supply needed to serve 

the Casa Grande, Coolidge and White Tank customers. By definition, long-term 

water supplies are not meant to be fully used all at once. Their purpose is to help 

meet water supply needs currently and for the long term. Prudent and 

responsible water suppliers like the Company, such as the City of Mesa and the 

City of Phoenix, have entered into long-term CAP water allocation contracts, are 

well positioned to meet long-term water supply needs and they routinely recover 

CAP costs through water rates. Commission-regulated water utilities should not 

be penalized for acting to similarly secure, and fund, such long-term water 

supplies, and must be allowed to recover the costs associated with doing so. 

IS RUCO CORRECT THAT THE COMPANY HAS RECOVERED ALL 

DEFERRED CAP M&l CAPITAL CHARGES FROM ITS NON-POTABLE CAP 

CUSTOMERS THROUGH WATER SERVICE UNDER NON-POTABLE CAP 

TARIFF NO. NP-2601 

No, RUCO is incorrect. The Company recovered a portion of the deferred CAP 

M&l capital charges from one of its Casa Grande non-potable water CAP 

customers that has reserved a specific level of CAP supplies, but Tariff No. NP- 

260 is not retroactive in recovering deferred CAP M&l capital charges from non- 

potable CAP water customers that have not reserved a level of CAP supplies 

equal to their current use. Two of the Company’s non-potable CAP water 

customers have reserved only one acre-foot of CAP supplies. These customers 

have paid ongoing CAP M&l capital charges, but have not repaid any significant 

amount of deferred CAP M&l capital charges. In addition, to the extent that 

Reliant Energy uses less non-potable CAP water due to its forced purchase of 

effluent from the City, the Company will recover less ongoing CAP M&l capital 

charges as a result, as I have previously explained. 
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3. 

4. 

In short, RUCO’s statement is incorrect concerning the status of the 

Company’s recovery of deferred CAP M&l capital charges. In addition, to the 

extent that non-potable water customers have purchased CAP water, they have 

reduced the deferred CAP M&l capital charges from levels that would have been 

much higher. The Company only seeks the balance of deferred CAP M&l capital 

charges that it has not already recovered. The Company is not asking for the 

same deferred charges twice as RUCO wrongly states. 

RESPONSE TO THE CITY’S SURREBUTTAL TESTIMONY. 

A. Recovery of CAP M&l Capital Charaes 

DO YOU AGREE WITH THE CITY’S WITNESS, MR. HARVEY, THAT CAP 

WATER HAS NOT BEEN USED BY THE COMPANY’S CURRENT 

CUSTOMERS AND, THEREFORE, THAT CURRENT CUSTOMERS SHOULD 

NOT HAVE TO PAY FOR CAP WATER? 

No, I disagree with Mr. Harvey. Current customers have benefited from the 

Company’s CAP allocations for Casa Grande, as I previously testified. 

Therefore, customers should pay some part of the deferred and ongoing CAP 

M&l capital charges. If there is another cost recovery method selected that will 

collect sufficient revenues to pay the deferred balance of the CAP M&l capital 

charges in a reasonable period of time, such as hook-up fees from new 

customers, the Company would support such an approach. 

DO YOU AGREE WITH MR. HARVEY THAT A WATER RESOURCE PLAN 

MUST BE SUBMITTED BEFORE THE COMMISSION SHOULD AUTHORIZE 

COST RECOVERY AND THAT SUCH WATER RESOURCE PLAN SHOULD 

BE COORDINATED THROUGH THE CITY? 

No, I do not agree. While the Company believes that a conceptual CAP water 

use plan could be submitted to Staff prior to the Company filing its company-wide 

rate case in 2007, requiring the filing of a water resource plan in this proceeding 

is not warranted. Also, while the Company intends to discuss its CAP water use 

2. 

4. 
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\. 

plan with the City, it will be a regional plan and it is the Commission, not the City, 

that has the authority to address the accounting and ratemaking effects of the 

Company’s use of CAP water. The Company’s water utility operations are 

already regulated by a number of different agencies, including the Commission, 

the Arizona Department of Environmental Quality and the Arizona Department of 

Water Resources. There are various laws and regulations that are administered 

by those agencies, establishing standards and approval processes to which the 

Company must comply. The City, in contrast, has no authority to impose 

standards or requirements on water utilities, and has no particular experience or 

particular expertise in dealing with engineering and operational issues faced by 

the Company. Allowing the City to regulate the Company’s operations would 

create serious jurisdictional issues and may well lead to arbitrary decisions, given 

the City’s lack of any clear standards or legal authority. 

In addition to Mr. Harvey’s comments on CAP, I also disagree with his 

statements about the cost of arsenic treatment and the necessity to link arsenic 

treatment to the use of CAP water through the construction of a CAP water 

treatment plant. Mr. Harvey fails to recognize that even if sufficient time 

remained to design and construct a CAP water treatment plant prior to the date 

that the new arsenic drinking water standard becomes effective in January 2006, 

the same conclusion would be reached - a CAP water treatment plant cannot 

offset the current need for arsenic treatment. 

DO YOU AGREE WITH MR. HARVEY THAT THE COMPANY WAS ONLY 

PROTECTING ITS BUSINESS INTERESTS IN THE CONDEMNATION AND 

RECLAIMED WATER SERVICE MATTERS AND THAT SUCH LEGAL 

DEFENSES ONLY BENEFITED SHAREHOLDERS? 

No, for the same reasons I stated in response to Staff and RUCO. Also, this & 

the proper forum for addressing the rate implications of such legitimate business 

costs, contrary to Mr. Harvey’s statements. The Company took the steps 

11 
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necessary for its defense of its proper rights from the City’s unlawful actions, and 

the costs of that defense are reasonable, prudent, and were legitimate costs 01 

1 

I 2 

doing business. Recovery of these costs should be allowed. 

DO YOU AGREE WITH MR. HARVEY THAT THE COMPANY’S WATER 

RESOURCE PLAN MUST BE PRESENTED IN AN OPEN FORUM FOR 

3 

4 Q. 

A. 

Q. 

A. 

- 

Q. 

4. 

I 5 

OTHERS TO SCRUTINIZE AND APPROVE? 

The Company is willing to have open discussions with the City concerning the 

use of CAP water and the development of its regional plan. However, approvals 

6 

I 7 

8 

9 must be limited to those governmental entities having specific and lawful 

10 jurisdiction, as I previously explained. 

DO YOU AGREE WITH MR. HARVEY THAT THERE IS NO PROOF THAT CAP 11 

I WATER IS ACTUALLY NEEDED IN CASA GRANDE? 

No. Mr. Harvey’s statement is disingenuous at best, as the City clearly saw the 

12 

13 

14 need for the Company’s CAP water allocation when it attempted to condemn all 

I 15 of this water supply in I999 and use it as its own. If CAP water were 

16 unnecessary to ensure a reliable long-term supply, then the City would not have 

attempted to condemn the Company’s allocation. 

DO YOU AGREE WITH MR. HARVEY THAT THE COMPANY HAS DONE 

1 
18 

19 NOTHING TO HELP REDUCE ARSENIC TREATMENT COSTS AND THAT IT 

HAS NO INCENTIVE TO PURSUE SUCH COST REDUCTION? I 20 

21 

I 22 
No. I disagree with Mr. Harvey. The Company has an interest and an incentive 

to reduce the costs of arsenic treatment. First, the Company has many projects 

that it must fund to maintain and improve service to its customers. The Company 

is conscious of the impacts of its investments in utility plant on its rate base and 

on its customers. All arsenic treatment costs will be reviewed for reasonableness 

by the Commission. The Company operates its water systems in a prudent, 

frugal, and cost-conscious manner. Contrary to Mr. Harvey’s unfounded 

portrayal, the Company seeks out the best deals and its customers will all benefit 

23 

24 

25 

I 
26 

27 

28 
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from such efforts. The City is certainly aware of the Company’s efforts to securt 

funding and reduce costs, even if Mr. Harvey is not. The City intervened in thc 

Company’s two previous rate cases for the express purpose of investigating tht 

Company’s arsenic treatment program. 

DOES THIS CONCLUDE YOUR REJOINDER TESTIMONY? 

Yes, it does. My silence on any issued raised or recommendation made by Staff 

RUCO or the City in the surrebuttal testimony should not be taken as thc 

Company’s acceptance of such issue or recommendation. 

13 WTECASEVW4-WESTERN GROUPWEJOINDER TESTIMONYXiARFiELMDRAFT U+OWS.WC 
10 GJD I 1020 6/1WO5 



Sheryl L. Hubbard 



ARIZONA WATER COMPANY 

Docket No. W-01445A-04-0650 

2004 RATE HEARING EXHIBIT NO. __ 

For Test Year Ending 12/31/03 

PREPARED 

REJOINDER TESTIMONY & EXHIBITS 
OF 

Sheryl L. Hubbard 



1 
I 
I 

~I 
I 
t 
R 
1 
1 
I 

b 

1 
I 

I 

m 

It 

1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

26 

27 

28 

IV. 

V. 

VI. 

VII. 

TABLE OF CONTENTS 

INTRODUCTION AND PURPOSE OF TESTIMONY ... .. . .. . . . . .. . .. . . .. ... . . . .. . . . . . .. . . . .. . .. . . .. . 2 

DEFERRED CAP M&l CHARGES .................................................................... 5 

ACCUMULATED DEPRECIATION ................................ ... ......... ...... ................. 6 

LEADlLAG FACTOR FOR FEDERAL AND STATE INCOME TAXES ............................ 7 

PURCHASED POWER EXPENSES ............................................................... 8 

PROPERTYTAXES .................................................................................. 9 

REVENUE AND EXPENSE ANNUALIZATION .................................................... I C  

RATECASEUW4-WESTERN GROUPWEJOINDER TESTIMONYVIUBBARO\TOC DOC 
IG.GJ0 I 13 42 6/9/05 



I 
i 
I 
I 
c 
E 
1 
! 
I 
I 
t 
1 
t 

1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

22 

23 

24 

25 

26 

27 

28 

4RIZONA WATER COMPANY 
Robert W. Geake (No. 009695) 
dice President and General Counsel 
3805 N. Black Canyon Highway 
'hoenix, Arizona 8501 5-5351 
Telephone: (602) 240-6860 

-ENNEMORE CRAIG 
4 Professional Corporation 
Vorman D. James (No. 006901) 
Jay L. Shapiro (No. 014650) 
3003 North Central Avenue Suite 2600 
'hoenix, Arizona 85012-2913 
relephone: (602) 916-5000 

Utorneys for Arizona Water Company 

BEFORE THE ARIZONA CORPORATION COMMISSION 

r THE MATTER OF THE APPLICATION ) 
I F  ARIZONA WATER COMPANY, AN ) 
ARIZONA CORPORATION, FOR ) 
ADJUSTMENTS TO ITS RATES AND 1 
2HARGES FOR UTILITY SERVICE ) 
'URNISHED BY ITS WESTERN GROUP ) 
4ND FOR CERTAIN RELATED ) 
APPROVALS ) 

) 

DOCKET NO. W-01445A-04-0650 

REJOINDER TESTIMONY OF 

SHERYL L. HUBBARD 

RATECASEWW-WESTERN GROUPWEJOINDER TESTIMONY\HUBBARD\SW REJOINDER TESTIMONY-FINA~DBOBO5 DOC 
YG GJD I 13 40 6/9/05 

1 



1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

26 

27 

28 

I. 

3. 

4. 

3. 

4. 

2. 

4. 

2. 

\. 

ARIZONA WATER COMPANY 

Rejoinder Testimony of 

Sheryl L. Hubbard 

INTRODUCTION AND PURPOSE OF TESTIMONY 

PLEASE STATE YOUR NAME, EMPLOYER AND OCCUPATION. 

My name is Sheryl L. Hubbard. I am employed by Arizona Water Company (the 

‘Company”) as Manager of Rates and Regulatory Accounting. 

ARE YOU THE SAME SHERYL L. HUBBARD THAT PREVIOUSLY 

SUBMITTED DIRECT TESTIMONY AND REBUTTAL TESTIMONY IN THIS 

MATTER? 

Yes, I am. 

HAVE YOU REVIEWED THE SURREBUTTAL FILINGS OF WITNESSES FOR 

STAFF AND RUCO IN THIS PROCEEDING? 

Yes, I have reviewed the surrebuttal testimonies of Ronald E. Ludders on behalf 

of Arizona Corporation Commission’s (“Commission”) Utilities Division Staff 

(“Staff”) and, William A. Rigsby, and Timothy J. Coley for the Residential Utility 

Cons u mer Off ice (“ R U CO”) . 

WHAT IS THE PURPOSE OF YOUR REJOINDER TESTIMONY IN THIS 

PROCEEDING? 

The purpose of my rejoinder testimony is to respond to certain surrebuttal 

testimony submitted by the Staff and RUCO in this rate proceeding. Specifically, 

I will present the Company’s rejoinder position with respect to the respective 

parties’ responses in their surrebuttal to the Company’s rebuttal testimony 

pertaining to accumulated depreciation, lead/lag factor for federal and state 

income taxes, deferred Central Arizona Project (iCAP”) charges and the 

RATECASEUOO4-WESTERN GROUPWEJOINDER TESTIMONYWUBBARD\SLH REJOINDER ESTIMONY-FIW-OWJ805 DOC 2 
VG GJD I 13 40 6/9/05 



I 
I 

Q. 

A. 

Q. 

A. 

a. 
4. 

a. 
4. 

1 
I 
I 

\RATECASE\2004-WESERN GROUP\REJOINDER TESTIMONYWU88ARD\SLH REJOINDER TESTIMONY~FINAL_osOSO5. W C  3 
NG.GJD I 13:40 Blslos 

J 

A 

L 

5 

d 

7 

a 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

26 

27 

28 

associated amortization, RUCO’s revenue annualization adjustment, propeq 

taxes, and purchased power expenses. 

HAVE YOU PREVIOUSLY PROVIDED REBUTTAL TESTIMONY 

ADDRESSING THE STAFF’S AND RUCO’S POSITIONS ON THESE 

SUBJECT MATTERS? 

Yes, and my rejoinder testimony in this proceeding will only address thc 

surrebuttal arguments offered by the Staff and RUCO in response to my rebutta 

testimony. I stand by my testimony in the direct and rebuttal phases of thi5 

proceeding on any matter not specifically addressed in this rejoinder testimony. 

ARE YOU SPONSORING ANY OF THE COMPANY’S REJOINDER EXHIBIT8 

AND SCHEDULES? 

Yes, I am sponsoring the following exhibits, all of which are attached to this 

testimony: 

Exhibit SLH-RJ1 Summary of Parties’ Schedule A-I 

Exhibit SLH-RJ2 Summary of Parties’ Schedule 8-2 

Exhibit SLH-RJ3 Summary of Parties’ Schedule C-I 

Exhibit SLH-RJ4 Revisions to Rebuttal Exhibits 

Exhibit SLH-RJS Proposed CAP Cost Recovery 

PLEASE DESCRIBE EXHIBIT SLH-RJI. 

Exhibit SLH-RJ1 is a six-page exhibit titled “Computation of Increase in Gross 

Revenue Requirements.” The exhibit provides a comparison of the proposed 

increase in gross revenue recommended by the Company, Staff and RUCO in 

this proceeding. A separate schedule is provided for each system in the Western 

Group. The exhibit is composed in the same manner as the Company’s 

Schedule A-I in its direct case filing. 

PLEASE DESCRIBE EXHIBIT SLH-RJ2. 

Exhibit SLH-RJ2 is a six-page exhibit titled “Pro Forma Adjustments to Rate 

Base.” Schedules are presented for each of the five Western Group systems 
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Q. 

A. 

Q. 

A. 

Q. 

A. 

and a total Western Group summary. The final rate base positions of the 

Company, Staff and RUCO are presented in these schedules. The format of the 

information summarized on Exhibit SLH-RJ2 is comparable to the Company’s 

rebuttal Exhibit SLH-R2. 

PLEASE DESCRIBE EXHIBIT SLH-RJ3. 

Exhibit SLH-RJ3 is a six-page exhibit titled “Pro Forma Operating Income 

Statements”. This exhibit consists of individual system schedules and a total 

Western Group summary of the adjusted operating income recommendations of 

the Company, Staff and RUCO. The format of this exhibit is comparable to the 

Company’s rebuttal Exhibit SLH-R3 in the Company’s rebuttal case presentation. 

PLEASE DESCRIBE EXHIBIT SLH-RJ4. 

Exhibit SLH-RJ4 is an 18-page exhibit consisting of a computation of the 

increase in gross revenue requirements (pages 1 through 6), pro forma 

adjustments to rate base (pages 7-12), and pro forma adjusted net operating 

income (pages 13-18) for each of the five Western Group systems. These 

schedules modify the comparable schedules filed during the rebuttal phase of 

this proceeding to isolate the pro forma CAP-related investments and expenses 

from the Company’s test year operations that included some CAP usage. This 

breakdown provides the basis of the Company’s CAP cost recovery 

recommendation in this phase of the proceeding, assuming that the Company’s 

proposed hook-up fee proposal is not accepted. 

PLEASE DESCRIBE EXHIBIT SLH-RJS. 

Exhibit SLH-RJ5 is a two-page exhibit that summarizes the Company’s proposed 

hook-up fee to recover the deferred CAP M&l charges. The company is 

proposing a recovery of the deferred charges over a IO-year period by charging 

a hook-up fee that would be collected from new customers. A single hook-up fee 

of $289 is proposed for Casa Grande and Coolidge since these systems will be 
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1. 

2. 

4. 

2. 

i. 

interconnected and consolidated in the 2006 test year rate filing. A $674 hook-up 

fee is proposed for White Tank. 

DEFERRED CAP M&l CHARGES 

HAS RUCO PROVIDED SURREBUTTAL TESTIMONY REGARDING CAP 

COST RECOVERY TO WHICH THE COMPANY WOULD LIKE TO RESPOND? 

Yes. RUCO, through its witness, William A. Rigsby, testifies that the Company’s 

NP-260 tariff “allows Arizona Water to recover the deferred CAWCD M&l charges 

that are attributable to non-potable customers in Casa Grande’’. (Rigsby Sb. at 

I O ) .  However, non-potable customers are liable for the deferred CAP M&l 

charges on(y to the extent that they have a contractual commitment to a portion 

of the Company’s CAP allocation. These obligations have already been reflected 

in the deferred CAP M&l balance. In the case of the golf course customers, 

there is no contractual commitment to the Company’s CAP allocation and the 

allocation remains available to the Company’s remaining customers. 

ARE THERE OTHER CONCERNS THE COMPANY HAS WITH RUCO’S 

POSITION REGARDING CAP COST RECOVERY? 

Yes. Mr. Rigsby devotes significant surrebuttal testimony to what he deems to 

be the Company’s misrepresentation of the intent of ACC Decision No. 62993. 

(Rigsby Sb. at 3) The Company strongly disagrees with Mr. Rigsby. 

The CAP Cost Recovery Policy makes a clear distinction between 

recovery: (1) when CAP water is used; (2) when it is partially used; and/or (3) 

when it is not currently in use. Throughout our rebuttal and rejoinder, the 

Company’s testimony has demonstrated how its proposal is consistent with the 

guidance of the Commission’s CAP Cost Recovery of CAP M&I costs Policy. 

The Company’s goal is to propose a means of recovery of CAP M&l costs that 

are fair to the ratepayers who benefit from the CAP allocations. RUCO simply 

wants to deny the Company recovery of these prudently incurred costs. 
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A. 

111. 

R. 

4. 

IN ITS SURREBUTTAL, STAFF MENTIONS MEETING TO DISCUSS 

SETTLEMENT ON THE CAP COST RECOVERY. DOES THE COMPANY 

HAVE A REVISED CAP COST RECOVERY PROPOSAL TO SUBMIT AT THIS 

TIME? 

Yes. The Company’s proposed cost recovery mechanism provides for collection 

of a hook up fee for ten years. The hook up fee would be paid on new lots and 

treated as revenue with a corresponding offset of the ongoing M&l charges and 

the remainder would reduce the balanoe of deferred CAP M&l charges. The 

proposed hook-up fee and resulting cost recovery by system is attached as 

Exhibit SLH-RJ5. 

ACCUMULATED DEPRECIATION 

HAS RUCO PROPERLY CHARACTERIZED THE COMPANY’S REBUTTAL 

TESTIMONY AS IT RELATES TO RUCO’S ADJUSTMENT TO 

ACCUMULATED DEPRECIATION? 

No. The Company explained that RUCO failed to take the removal and salvage 

costs of plant assets into consideration. The Company was not implying that the 

depreciation rates required any kind of adjustment to reflect removal and salvage 

costs. (Rigsby Sb. at 19). Still, the Company’s accumulated depreciation 

balance is affected by more than just depreciation expense based upon the 

Commission-approved depreciation rates. For instance, removal costs and 

salvage are charged to the accumulated depreciation account when plant is 

retired. RUCO has failed to reflect the removal costs and salvage for the thirteen 

years covered by RUCO’s calculation of the appropriate balance of the 

accumulated depreciation account. 

This fact, in addition to RUCO’s failure to adjust the accumulated 

depreciation expense for the Commission-authorized reserve deficiency 

adjustments and amortization of leasehold improvements proves that RUCO’s 

proposed adjustment is incorrect. Merely claiming that an error or part of an 
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IV. 

Q. 

9. 

a. 

error is in the Company’s favor does not justify an improper proposed 

adjustment. In this particular case, all of the Company’s Western Group systems 

do not have leasehold improvements and accordingly would not have benefited 

from “an error in the Company’s favor” as implied by Mr. Rigsby’s surrebuttal 

testimony. (Rigsby Sb.at 20). 

LEAD/LAG FACTOR FOR FEDERAL AND STATE INCOME TAXES 

MR. LUDDERS TESTIFIES THAT THE 37 DAY LAG FOR FEDERAL AND 

STATE INCOME TAXES STAFF USED IS THE CORRECT TREATMENT. 

DOES THE COMPANY AGREE WITH THE RESULTS OF STAFF’S 

RESEARCH? 

No, Mr. Ludders’ “research” on the matter does not support Staffs position. 

(Ludders Sb at 4). Authorities on working capital for public utilities for ratemaking 

purposes are extremely rare. But, those authorities that do exist acknowledge 

the appropriateness of recognizing actual payment patterns including any 

associated payment or refund occurring subsequent to the tax year. In the 

Company’s case, a refund is historically received in April of the year following the 

tax year. Staff failed to recognize this overpayment of the federal and state tax 

liabilities in its calculation of the lag days. The “source” relied on by Mr. Ludders 

acknowledges that if a Company “pays sooner than required, due to specific 

facts and circumstances, such factors may be considered in the calculations”’. 

Nevertheless, Staff ignores the paymenthefund obligation associated with federal 

and state income taxes that occurs in April of the year following the tax year in its 

calculation of the federal and state lead days. 

RUCO’S WITNESS COLEY PROVIDES FEDERAL AND STATE LAG DAYS 

OF FOUR OF THE LARGEST UTILITIES IN ARIZONA AS A COMPARISON 

Dabelstein, C.W. Public Utility Working Capital, p.70. 
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Q. 

A. 

Q. 

A. 

TO THE COMPANY’S FEDERAL AND STATE LAG DAYS. HOW DOES THE 

COMPANY RESPOND? 

It is extremely difficult to make an informed response to Mr. Coley’s calculation3 

because he failed to provide any supporting documentation of the basis of the 

numbers provided. (COLEY Sb. at 4) This is especially true when the foul 

utilities’ federal lag factors range from 80 lag days to 37 lag days and does noi 

include any water utilities. It is strictly based on electric, gas, and telephone 

utilities. It is unclear whether these supposed sample companies overpay 01 

underpay their liabilities or whether payments are made on statutory paymeni 

dates. The data provided in Mr. Coley’s table (Coley Sb. at 4) suggests that the 

lag factors for all utilities are not the same. These same arguments are true for 

the state lag day calculations, which range from 62 lag days to 18 lag days for 

the utilities in Mr. Coley’s table (Coley Sb. at 4). The‘ Company provided work 

papers that support the calculation of its federal and state lag days for cash 

working capital purposes and stands behind its calculations of 2.52 lag days for 

federal tax purposes and 27.05 lag days for state tax purposes. 

PURCHASED POWER EXPENSES 

IN THE COMPANY’S REBUTTAL TESTIMONY, THE COMPANY DID NOT 

INCLUDE THE EFFECTS OF ARIZONA PUBLIC SERVICE COMPANY’S 

(“APS”) RECENT RATE INCREASE. HAS THE COMPANY PERFORMED 

THAT CALCULATION? 

Yes. The Company has performed a comparison of the test year level of 

expense for power purchased from APS with the expense it will incur under APS’ 

new rate structure based on the power usage patterns of the test year. 

WHAT IS THE RESULT OF THAT CALCULATION? 

The calculations support a pro forma adjustment to the Company’s adjusted test 

year purchased power expense of $22,779 for the Western Group. The effect on 
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each system’s adjusted test year purchased power expense is shown in the table 

below. 

System Pro Forma Adj. Revised Net Change 

Direct Testimony Pro Forma Adj Increase (Decrease) 

Casa Grande ($1,467) $23,073 $24,540 

Stanfield ( 137) 51 0 647 

White Tank ( 456) (4,783) (4,327) 

Ajo 6 64 58 

1,578 1,861 Coolidge 283) 

Western Group ($2,337) $20,442 $22,779 

IS THE COMPANY PROPOSING AN ADJUSTMENT TO ITS PURCHASED 

POWER EXPENSES REFLECTED IN ITS ORIGINAL FILING BASED UPON 

THE CALCULATIONS ABOVE? 

Yes. It is necessary to make the adjustments reflected in the Net Change 

column to properly and accurately reflect the Company’s adjusted test year 

purchased power expenses. 

HOW DOES THIS ADJUSTMENT COMPARE TO RUCO’S PRO FORMA 

ADJUSTMENT TO PURCHASED POWER EXPENSE? 

RUCO’s pro forma adjustments did not incorporate the Rate 221 rate change, but 

instead applied the 3.5% rate change to APS’ Rate 32 to all of the Company’s 

test year purchased power expense. The Company’s adjustments incorporate 

the effects of the rate increases granted to APS for both of its tariffs (Rate 221 

and Rate 32) and are based on the Company’s test year power usage patterns 

under each applicable APS tariff and accordingly are more accurate than 

RUCO’s adjustments. 

PROPERTY TAXES 
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Q. 

A. 

Q. 

A. 

Q. 

4. 

3. 

4. 

411. 

3. 

RUCO ASSERTS THAT THE COMPANY MODIFIED THE ARIZONA 

DEPARTMENT OF REVENUE (“ADOR”) PROPERTY TAX VALUATION 

METHOD. IS THIS TRUE? 

No. The Company and Staff used the ADOR formula but with different inputs 

than RUCO. RUCO fails to account for any change in revenue resulting from this 

proceeding. The Commission has repeatedly rejected this RUCO position, as 

shown in the cases I cited in my rebuttal testimony on page 24-25. 

WHAT ABOUT RECENT LEGISLATION IMPACTING ASSESSMENT RATES 

FOR UTILITIES? 

Adjustments to reflect changes in property tax rates are more appropriate when 

revised tax rates become known and measurable. Changes that may occur in 

the method of computing the assessed property valuations will not necessarily 

translate into reduced taxes when the taxing districts establish their tax rates. 

Since the Company is required to file a rate case based on a 2006 test year, the 

Commission will have an opportunity at that time to make an adjustment, if the 

circumstances warrant. 

DID THE STAFF MODIFY ITS PROPERTY TAX CALCULATIONS FOR 

EFFECTS OTHER THAN JUST THE CHANGE IN REVENUE PROPOSED IN 

THE SURREBUTTAL PHASE OF THIS PROCEEDING? 

From a comparison of the individual system property tax calculations, it appears 

that Staff has revised the base year revenues used in the property tax 

calculations. 

DOESTHECOMPANYAGREEWITHTHEBASEREVENUEUSEDBYSTAFF 

IN ITS SURREBUTAL PROPERTY TAX CALCULATION? 

Yes. 

REVENUE AND EXPENSE ANNUALEATION 

RUCO ASSERTS THAT THE COMPANY’S LEAD/LAG STUDY IS OUTDATED. 

HOW DOES THE COMPANY RESPOND? 

10 I \RATECASEQOM_WESTERN GROUPWJOINDER TESTIMONYWUBBARD\SLH REJOINDER ~STIMONY_FINAL-~OOO5.~C 
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4. 

RUCO’s assertion is an attempt to hide a serious flaw in RUCO’s regressior 

analysis in this proceeding. Clearly, RUCO’s regression analysis is based or 

outdated data. The financial data that forms the basis of RUCO’s study relates tc 

the period 1992 through 1999. Most of the financial information used by RUCO 

(1 992-1 998) is more than five years old, unlike the Company’s leadllag study thai 

was based on year 2003 expenses. 

The Company was even more concerned about the erroneous data thai 

RUCO used in arriving at its conclusion that only pumping expenses, customer 

accounts expenses and water treatment expenses are directly impacted by a 

change in customer levels (Coley Dt. at 18). The results of RUCO’s analysis are 

flawed because that analysis excluded transmission and distribution expenses 

and water treatment maintenance expenses. The Company stands by its 

rebuttal testimony that any correlation or lack thereof derived from the results of 

RUCO’s regression analysis could not possibly be accurately established from 

the information provided in response to the Company’s data request about 

RU CO’s regression ana lysis. 

DOES THAT COMPLETE YOUR REJOINDER TESTIMONY IN THIS 

PROCEEDING? 

Yes, it does. I do wish to note, however, that my silence on any issue raised or 

recommended by any party to this proceeding should not be construed as the 

Company’s acceptance of that issue or recommendation. 

WTECASEU004-WESTERN GROUPWEJOINDER TESTIMONYWUBBARDEW REJOINDER TESTIMONY~FINALJEOOO5 DOC 
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I 
I ARIZONA WATER COMPANY 

PROPOSED CAP COST RECOVERY - CASA GRANDE 8 COOLIDGE 
TOTAL CAP ALLOCATION AND DEFERRED MB1 BALANCE 

INPUTS: 
CAP ALLOCAlWN (ACRE FEET (AF)) 

E.tlm8tod Annual Qrowth 108dCan000MIn~Z1OZCQIlOQOCLthemdter 

PnY$UUSd Hook-Up Fw $289 * 

10,86( 

Urn Dasalptlon 
W n c e  Qo 12/31/2003 

2004 M U  Charges & W A F  
N P - m  TsrM M6I C h a m  
AFUM;ed;mPtad ba%d on 2004 rate 
Balance @ 12/31/20M 

2005 MUChvpssatWAF 
NP-260 Tariff MU Charges 
AFUDC-eatlrnated based on 2004 rate 
Wan.3 @ 12/31/05 

2006 MU Char@% at 524M 
NP-260 Tariff M6I Charger 
AFUDC-8Momated basad on 2004 rate 
Hook-Up F w l  COllectDd 
T a w  on Hook-Up Fws 

2007 M6l Cha-ges at 521IAF 

Bslance @ 12/31/08 

N P - m  T r M  MI1 Chatges 
AFUDC-cnUrnated based on 20M rate 
Hook-Up F- Cdlected 
Taxas on Hook-Up F a  
W n c e  @ 12/31/07 

2M)8 Ma1 Charges at 521IAF 
NP-260 TaM MI Charges 
AFUDGesUnlat~d based On 2004 rate 
Hook-Up F w l  Collected 
Taxes on Hook-Up F w l  
Bplpnce 6 12/31/Ga 

2 W  M U  Charges at 521IAF 
NP-260 Tariff M6I Ch.rges 
AFUDCashmaled b a d  on 2004 rate 
Hook-Up F w l  Collected 
Taxes on Hook-Up F w l  

2010 MU Charges at S21IAF 
NP-260 T r M  M6l Chuoes 
AFUM;utinu(edbrucldUI2004rate 
Hook-Up Fws ColWed 
Tecsr on Hook-Up Fees 

B a l m  6 12/31/09 

Balance Qo 12/31/10 

201 1 M U  Charger at 52llAF 
NP-2W Tariff M6l charoar 
AFUDCestimated baaed on 2004 rate 
Hook-Up F a  COlktSd 
Twer on Hook-Up F w l  
manta @ 12/31/11 

2012 MU Charges at $21/AF 
NP-280 T d  M6I Chsrgea 
AFUDC-asllmsted basad on 2004 rate 
Hook-Up Feecl Colleded 
T- On Hook-Up FWO 
Wam @ 12/31/12 

2013 M6I Charges at 521IAF 
NP-260 T r M  M6I Charges 
AFUDCettimaled baaed on2001 rate 
Hook-Up F w l  Cc4kIed 
Taxes on Hook-Up Fees 
Balance 0 12/31/13 

2014 MU charges at Ul lAF 
NP-260 T r M  M6l C h a w  
AFUM;utimated bssed on 2004 rate 
IiocW.Jp F w l  COuedMl 

2emonthsQo$32mdBmonthsQoSzs 
Tax- on Hook-Up F a  

2015 MU C h m  at UIIAF 
NP-260 T r M  M6I Charges 
AN- bsud Onzoo4 rat0 
Hook-Up Few CdIW 
T- On Hook-Up F w l  
Balance @ 12/31/15 

COa per AF 

$28 

$24 

521 

$21 

$21 

521 

$21 

$21 

521 

$21 

521 

3202 

3202 

3202 

3202 

3202 

3202 

3202 

3202 

Amount 
4,571,813 

326,520 2 
(88,370) 

241,634 
5,041,588 

304,752 
(63.812) 
270,675 

5,553,212 

281.218 
(WW) 
288,203 
(mw 

0 
5,192,980 

228,584 
(47.859) 
276.579 
(925.378) 

0 
4,724,807 

228.584 ' 
(47.858) 

252,185 
(925.378) ' 

0 
4,232,393 

228,584 
(47,869) 
228.520 
(925,378) 

0 
3,714,246 

228,584 
(47.859) 
193,517 

(925,378) 
0 

3,188,090 

228.584 
(47.- 
171,107 

(925,378) 
0 

2,595,524 

228.584 
(47.869) 
141.217 

(925,378) 
0 

l.ss2.Mlg 

228.584 
(47.859) 
109.789 

(925,3781 
0 

1,357,164 

228.584 
(47.859) 
78.882 

(925.378) 
0 

689,173 

228.s-l 
(47,sse) 
41,871 

(925,378) 
0 

(13.m9) 
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ARIZONA WATER COMPANY 
PROPOSED CAP COST RECOVERY - WHITE TANK 
UNUSED CAP ALLOCATIONS 

INPUTS: 

E.timmd Annual Omwih 

CAP ALLOCATION (ACRE FEET (AF)) SW 

141 new customm In 100(1; 153 th.nmV 

Propowa Hook-llp H. w r 4  

Urn M p t l o n  
wnce QD 12/3lRMM 

2004 MU Cha-gas at W A F  
AFUCGast1Mtsdbasado2004rata 

Edam QD 12/31/2004 

AFUDCestimated based on 2004 raw 

~slsnce 12/31/05 

AFUDCertimated basad on 2004 rate 

wSrc8 @ 12/31/08 

2005 MU Charges at W A F  

2008 MU Charges at U4AF 

Hwk-Up F W  C o l l a  
Tasr  on Hook-Up Feet 

2007 MU C-s at SZllAF 
AFUDCestimated b a d  on 2004 rate 
Hook-UP F a  Collected 
Taxer on Hook-Up Fee6 
Edance QD 12/31/07 

ANDCertimated basad on 2004 rate 
Hook-Up Fees Collected 

2008 MU Charges at Ul/AF 

Taxer W - U p  F M  
Bslam QD 12/31108 

ZCO9 MU Charges at Ul lAF 
AFUDCasUmaed basad on 2004 rata 
Hwk-Up Feas collsded 
TUC- on Hook-Up Fee6 
warm Qp 12/31m 

2010 MU Chargas at UlIAF 
AFUDGesbmated basad 2004 rate 
Hwk-Up Fees Colleaed 
Taxer on Hook-Up F M  
mnce QD 12/31IlO 

2011 MU ChwgrJs a! UlIAF 
AFUDCesti~natd b a d  On 2004 rate 
Hwk-Up FM Ca!kctd 
T ~ a g  W - U p  F M  
wSrc8 @ 12/31/11 

2012 MU at SZIIAF 
AFUM;estiMtsdbaSedOn2004rate 
Hoolc-Up Fees ColkW 
T.x~ on Ilook-Up Fees 
Bsknce @ 12/31/12 

2013 MU Chargas at 521IAF 
AFUDCeSUma(ed b e d  On 2004 Me 
Hook-Up Fees colleded 
Taxes on Hook-Up Feas 
Balance@ 12I3ll13 

2014 MU C h m  at Pl IAF 
AFU- bUredon2004 rate 
Hook-Up Fees Collected 
Taxer On Hook-Up F M  
Warm @ 12/31/14 

2015 MU ChwgrJr at UlIAF 
AFUDCesUrrmted bwd On 2004 M. 
Hwk-Up FM CXkcIai 
Taxer otl Hook-Up F M  
Bdanca QD 12/31/15 

Cost p r  AF 

s28 

$24 

$21 

521 

U 1  

$21 

521 

$21 

$21 

521 

521 

141 

153 

153 

153 

153 

153 

153 

153 

153 

153 

Amount 

W8.m 

20.040 2 
28.m 

=,w 
27,104 
26.538 

618,878 

23,232 
32,348 

0 
578,220 

20,328 
30.248 

(103.122) 
0 

528.072 

20.328 ' 
27.550 

(103,122) ' 
0 

471,427 

20,328 
24,714 

(103,122) 
0 

413,348 

20,328 
21,734 

(103.122) 
0 

952.288 

20,328 
18,800 

(103.122) 
0 

288,094 

20,328 
15,308 

(103,122) 
0 

220.807 

20,328 
11,849 

(103.122) 
0 

149,865 

20,328 
8,202 

(103.122) 
0 

75 .m 

20.328 
4,374 

(103,122) 
0 

(3,351) 
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1. 

Q. 

A. 

Q. 

A. 

Q. 

II. 

Q. 

4. 

ARIZONA WATER COMPANY 

Rejoinder Testimony of 

Ralph J. Kennedy 

Introduction And Purpose Of Testimonv 

WHAT IS YOUR NAME, EMPLOYER AND OCCUPATION? 

My Name is Ralph J. Kennedy. I am employed by Arizona Water Company (the 

“Company”) as Vice President and Treasurer. 

ARE YOU THE SAME RALPH J. KENNEDY THAT PREVIOUSLY PROVIDED 

DIRECT AND REBUTTAL TESTIMONY ON THIS MATTER? 

Yes I am. 

WHAT IS THE PURPOSE OF YOUR REJOINDER TESTIMONY IN THIS 

PROCEEDING? 

The purpose of my rejoinder testimony is to respond to certain surrebuttal 

testimony submitted by the Arizona Corporation Commission’s (the 

“Commission”) Utilities Division (“Staff”), the Residential Utility Consumer Office 

~~ __ _________ - . ~- - .______ 

(“RUCO”), and the City of Casa Grande (the “City”) in this rate proceeding. 

Specifically, I will address: 

0 Purchased Power and Purchased Water Adjustor Mechanisms 

0 Rate Design 

Purchased Power And Purchased Water Adiustment Mechanisms 

HAVE BOTH THE STAFF AND RUCO CONTINUED TO RECOMMEND THAT 

THE WESTERN GROUP POWER AND WATER ADJUSTMENT MECHANISMS 

BE ELIMINATED? 

Yes, as well as the witness for the City. 

2 
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Q. 

A. 

~~ 

Q. 

A. 

HOW DID STAFF AND RUCO ADDRESS THE ARGUMENT IN YOUR 

REBUTTAL TESTIMONY ABOUT STAFF'S RECOMMENDATION BEING 

INCONSISTENT WITH PUBLIC POLICY? 

Staff did not address the public policy issue. Instead Staff opined that the Ian 

was unconstitutional and didn't have to be followed by the Commission. 

Obviously the Company is not usurping the Commission's authority to approve 01 

disapprove adjustor mechanisms or it would not be urging the Commission ts 

maintain the Company's current, longstanding adjustor mechanisms. The point is 

that A.R.S. 5 40-370 clearly demonstrates that the Executive and Legislative 

branches of the State have stated, as a matter of public policy, that water utilities 

should have more, not fewer adjustor mechanisms to help maintain financial 

stability. RUCO did not address the legal issue directly but referred to the 

Commission's authority to approve or disapprove any adjustor mechanism. Of 

course, the Commission has long since established the Company's adjustor 
_ _  ~ 

:%7ATECASEUoo4_WESTERN GROUPREJOINOER TESTIMONW(ENNEDWINACl~S.DOC 

mechanisms and nothing RUCO nor any other party has shown that the 

Commission should change that policy. 

DID STAFF DISAGREE WITH OTHER ASPECTS OF YOUR REBUTTAL 

TESTIMONY CONCERNING THE ADJUSTOR MECHANISMS? 

Yes. Mr. Ludders continued to assert that the most relevant comparison in 

evaluating the significance of purchased power or purchased water expense is 

their percentage of total operating expense rather than the relationship between 

those expenses and the utility's net operating income. He also concluded that the 

Company's power and water expenses do not meet his "volatility" requirements, 

and therefore all Western Group adjustor mechanisms should be eliminated. 

In 2004 the Commission authorized a rate increase for Ajo Improvement 

Company, the Company's sole supplier of water for the Ajo system. The 

Company intervened in the case and obtained a special wholesale rate of $3.14 

per 1,000 gallons. This was a 24% increase that triggered a purchased water 

3 
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Q. 

i. 

1. 

adjustment filing by the Company to recover $34,773 in additional costs. This 

amount is slightly larger than the Company's adjusted test year operating income 

of $34,696. Without the PWAM the Company would have had to prepare an 

emergency rate filing, incur legal expenses that may have exceeded the increase 

in water costs, and suffered a delay in collecting the necessary increase. The 

administrative burden on the Staff and Commission is much greater to process 

an emergency rate filing than a purchased water adjustment mechanism 

(I'PWAMII). It is nonsensical to eliminate existing adjustor mechanisms resulting 

in more work for the Staff and Company by requiring more rate case applications 

and boost the ultimate costs that need to be recovered through the rates. 

The existing Western Group adjustor mechanisms should be maintained 

as the Commission did in the Company's Northern Group rate case, Decision No. 

64282 (December 28,2001). 

WHAT EXPLANATION DID THE CITY PROVIDE TO SUPPORT ITS 

RECOMMENDATION THAT THE ADJUSTOR MECHANISMS BE 

ELIMINATED?? 

The City concluded they should be eliminated because the cost increases are not 

out of the Company's control. 

"For a cost to be out of the Company's control, that would suggest that 

there are no alternatives, that there is one and only one supplier or 

resource and the potential for great price fluctuation. The Company has 

not proven that this is the case." 

Since Mr. Harvey is not from Arizona, perhaps he doesn't realize that there are 

not multiple sources of electric power in any one area of Arizona, and that the 

Company does not have a PWAM for the Casa Grande system and has not 

requested one. 

Rate Design 
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Q. 

4. 

___ 

HAS MR. LUDDERS ADDRESSED THE PROBLEMS WITH STAFF'S RATE 

DESIGN POINTED OUT IN YOUR REBUTTAL TESTIMONY? 

No, he has not. I identified four notable shortcomings with Staffs three-tier 

inverted block rate design in my rebuttal testimony. 

0 Staff fails to recognize and adjust rates for price elasticity. 

0 Staff fails to provide any protection to the Company for the increased 

revenue volatility that results from the tiered rate design. 

Staff fails to justify an intentional'subsidy in pricing the first block of water 0 

for the 5/8" x 3/4" meter size, well below the existing commodity rate. 

0 Staffs rate design is inequitable rates for the larger meter sizes. 

Mr. Ludders does not have an open mind on this issue. It is undisputed 

that the Eastern Group, with the three-tier inverted block rate design that became 

effective in late March 2004, was the only group whose consumption decreased 

for the 12 months ending March 31, 2005. However, Mr. Ludders focuses his 

surrebuttal on disputing the Company's specific Eastern Group price elasticity 
~ _ _ _ _ - - _ _ _ _ ~  _- - 

calculation. He implies that the reduction in consumption was due to heavy rain 

during January through March 2005, but he fails to acknowledge that the first 

nine months of the period, i.e. April 2004 through December 2004 would have 

normally experienced above average consumption due to the serious long-term 

drought conditions in Arizona. He also makes the unusual assertion that 

'I.. . gallonage per customer could also have been affected by customer growth.'' 

(Ludders SR P.7, L23) 

Obviously, a change in the number of customers would not affect use per 

customer. The Company's price elasticity calculation was offered to support the 

ranges summarized by Beecher and demonstrate that higher prices do indeed 

cause customers to reduce consumption. The Company did not propose that its 

specific value of price elasticity should be used. "The Company's actual 

5 
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a. 

experienced price elasticity is within the ranges predicted by Beecher." 

(Kennedy RT at page 18) 

Ludders ignores the recommendations of the American Water Works 

Association ( "AWN' )  and the National Regulatory Research Institute and the 

100 studies reviewed by Beecher showing the most likely values for residential 

price elasticity is -.20 to -.40 and for industrial price elasticity is -50 to -.80. 

Having dismissed the Company's study, which produced a price elasticity value 

of -57, Ludders goes on to ignore the AWWA recommendation cited in my 

rebuttal testimony. - 
"If a rate change is anticipated, the water utility must consider its effect on 

usage and revenues. Where it is not cost effective for water utilities to 

conduct demand studies, results of existing research can be used to 

develop benchmarks for estimating the usage effects of rate 

changes." (Kennedy RT at page 16) 
_ _ ~ _ _ . - _ _  

If Mr. Ludders truly rejected the Company price elasticity study, he should use 

the results of other existing research, as recommended by AWWA, to make a 

price elasticity adjustment. The Commission's stated objective for tiered rates is 

to reduce water consumption. If customers' water use patterns are not 

influenced by inverted rates, then there is no legitimate reason to use them. 

The Company has shown that even in the midst of a serious long-term 

drought there was a significant price elasticity effect with the tiered rate design 

imposed on the Company's Eastern group customers. If the Staff and RUCO do 

not believe that higher prices will reduce consumption there is no reason for 

either a two or three-tier inverted block rate design. If such a rate design will 

reduce consumption as the Commission, AWWA and the NRRl state, then there 

must be a price elasticity adjustment. 

CAN YOU PROVIDE MORE GRAPHIC EVIDENCE OF THE SHORTCOMINGS 

OF STAFF'S THREE-TIER INVERTED BLOCK RATE DESIGN? 

6 
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Yes. The following chart and table is a reduced size version of Exhibit RJK-RJI. 

Percent of Revenue In Each Tier By Meter Size 
Casa Grande 

This chart is based on the Staffs proposed Casa Grande rate design. I1 

clearly shows the discriminatory subsidy for the 518" x 314 I' meters that Staff is 

proposing for all Western Group systems. Casa Grande customers with this 

meter size receive the discounted rate of $1.00 per 1,000 gallons for 17.2% of 

their consumption. This discounted rate will not encourage conservation, and will 

instead cause the larger size meters to subsidize this level of consumption. 

This rate design will increase revenue volatility. Except for the water use 

by 8" meter size consumption which all priced in the rate second block, 

approximately 60% of water use by each meter is priced at the hiahest third block 

rate of $2.00 per 1,000 gallons. Increases or decreases in consumption caused 

by variations in seasonal weather conditions as well as the sharply higher unit 

pricing in the third rate block will result in a much more volatile revenue pattern 

than exists under the existing uniform block rate pricing structure. 

WHAT ABOUT RUCO'S RECOMMENDED RATE DESIGN? 

7 
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RUCOs rate design is more seriously flawed than the Staff's. It applies the same 

blocking factors to all meter sizes. As a result, it is even more discriminatory than 

Casa Grande Svstem 

Meter 
Size Average Bill Second Block Rate 

Percent Of Use Paying Highe 

518" 
1 
2" 
3" 
4" 
6" 
8" 

1 0" 

10,666 
31,339 
170,216 
353,507 

1,177,280 
2,780,484 
394,083 

N.A. 

62.5% 
87.2% 
97.7% 
98.9% 
99.7% 
99.9% 
99.0% 

Staff's rate design. 

As the foregoing shows, because the lower block cut- off point is a smaller 

percentage of each larger meter size's consumption, __ RUCO's ~ ~ _ _ ~ ~ ~ ~  rate design shifts ~ _ _ _ _ _  

revenue recovery to the larger size meters. It mimics the design the Staff 

proposed two years ago in the Company's Eastern Group proceeding and it 

suffers from the same shortcomings of that earlier design. RUCO has proposed 

similar "one-size-fits-all" rate designs in the past, which are, in reality, simply a 

way to shift revenue responsibility from residential customers to commercial and 

industrial customers. A similar rate design was rejected by the Commission, for 

- ~ 

example, in the recent Rio Rico Utilities rate proceeding. Decision No. 67279 

(Oct. 5, 2004) at pages 18-19 (rejecting RUCO's rate design because it "does not 

create an equitable sharing of the rate increase"). 

As the above table illustrates, uniform blocking for all meter sizes ignores 

the actual usage pattern of the different meter sizes. Only the first 4,000 gallons 

of use is priced at the lower first block rate. The same rate blocking is also 

,I 28 
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7. 

9. 

a. 
4. 

applied to each system thereby ignoring the specific demand and usage 

characteristics of the individual systems. 

WHAT IS YOUR CONCLUSION ABOUT THE RATE DESIGNS PROPOSED BY 

STAFF AND RUCO? 

Staff and RUCO continue to ignore the short-comings of their rate design 

proposals, exposing the Company to the likelihood that it won't receive all of its 

revenue requirement, more volatile net operating income, increased risk and 

eroding financial health. Their rate designs, which are unsupported by a cost of 

service study or similar analysis of their impact and ignore the impact of price 

elasticity, should be rejected. 

DOES THIS CONCLUDE YOUR REJOINDER TESTIMONY MR. KENNEDY? 

Yes, it does. However, my silence on any issue raised or recommendation made 

by Staff, RUCO, or the City should not be taken as the Company's acceptance of 

such issue or recommendation. 
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Q. 

A. 

Q. 

A. 

Q. 

ARIZONA WATER COMPANY 

Rejoinder Testimony of 

Thomas M. Zepp 

INTRODUCTION, SUMMARY AND CONCLUSIONS 

PLEASE STATE YOUR NAME. 

Thomas M. Zepp. 

DID YOU PREPARE DIRECT AND REBUTTAL TESTIMONY ON BEHALF OF 

ARIZONA WATER COMPANY IN THIS CASE? 

Yes, I provided testimony on the cost of equity. 

WHAT IS THE PURPOSE OF THIS TESTIMONY? 

Arizona Water Company (“Arizona Water” or “the Company”) asked me to review 

Q. 

A. 

Q. 

A. 

and to respond as appropriate to the May 25, 2005 surrebuttal testimonies of Mr. 

Alejandro Ramirez on behalf of the Arizona Corporation Commission (“ACC” or 

“Commission”) Staff and Mr. William A. Rigsby on behalf of the Residential Utility 

Consumer Office (“RUCO”). 

HOW IS YOUR TESTIMONY ORGANIZED? 

In this Section I of my testimony, I summarize my testimony. 

In Section 11, I provide an update of my direct testimony to put my 

responses to Mr. Rigsby and Mr. Ramirez in perspective. 

In Section Ill, I respond to Mr. Ramirez, and in Section IV I respond to Mr. 

Rigsby. 

DO YOU SPONSOR ANY TABLES AND EXHIBITS TO ACCOMPANY THIS 

REBUTTAL TESTIMONY? 

Yes. I sponsor 11 rejoinder tables and five exhibits, which are attached to this 

-2- 
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PHOENIX I 

testimony and labeled TMZ-1 through TMZ-5. 

PLEASE SUMMARIZE YOUR TESTIMONY. 

I find the following: 

(1) An update of the Federal Energy Regulatory Commission’s I-Step and 2-Step 
DCF methods with current estimates of analysts’ forecasts of growth and 
sustainable growth indicates the cost of equity for a benchmark water utility 
currently falls in a range of 10.2% to 10.4%. This is the same range I estimated In 
June 2004 (Table 15 of my direct testimony). 

(2) An update of the California Office of Ratepayer Advocate Staffs Risk 
Premium model indicates the cost of equity for a benchmark water utility currently 
falls in a range of 10.4% to 10.6%. At the time my direct testimony was prepared, 
this range was 10.6% to 10.9%. 

(3) The critical issue in this case is that methods and inputs to the equity cost 
models Mr. Ramirez inherited from Staff members who are no longer at the 
Commission produce equity cost estimates that are substantially lower than the 
10.2% to 10.4% and 10.4% to 10.6% equity cost ranges made with methods used 
by the federal and California government agencies. Those inputs and methods 
bias downward reasonable equity cost estimates and should no longer by 
accepted by the ACC. 

(4) If Mr. Ramirez had based hrDcF-constant growth equity cost estimate-on 
the conceptually correct estimates of forward-looking growth he reports in 
Surrebuttal Schedule AXR-6, the indicated cost of equity for a benchmark water 
utility would be no less than 10.5%. 

_______ - - 

(5) It is incorrect to base forward-looking estimates of growth on past geometric 
annual average growth rates. That choice biases downward equity cost 
estimates. 

(6) If Mr. Ramirez had included his own estimate of intrinsic growth (from 
Surrebuttal Schedule AXR-4) in his multi-stage DCF analysis for 2007, 2008 and 
2009 and used the conceptually correct measure of terminal growth computed 
from his own data, his multi-stage DCF analysis would indicate the cost of equity 
for a benchmark water utility is 9.9%. 

(7) The average beta has increased from .68 to .71 since Mr. Ramirez prepared 
his testimony. Even if Staffs DCF estimates are unchanged, the change in beta 
estimates alone indicates Staffs overall estimate of Arizona Water’s cost of equity 
has increased from 9.1% to 9.3%. 

(8)  If the mismatch of interest rates in his current CAPM analysis is eliminated, 
the indicated cost of equity based on the current cost of Treasury bonds is 10.1%. 
If conceptually correct forecasts of Treasury bonds are relied upon, the indicated 
cost of equity is 11.3%. 

(9) The best available forecast of interest rates during the period new rates will 

-3 - 
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2. 

4. 

II.  

Q. 

A. 

be in effect should be used to set rates for Arizona. The California PUC and I 
agree published forecasts of interest rates provide better forecasts of future 
interest rates than do stale rates that exist in April and May of 2005. 

(IO) If either Mr. Rigsby’s estimate of “vs” growth is corrected (as I did in my 
rebuttal testimony) or if an average of analysts’ growth rates are combined with 
Mr. Rigsby’s dividend yield to estimate the DCF equity cost, Mr. Rigsby’s DCF 
equity cost increases. When an average of analyst‘s forecasts of growth are 
relied upon, the indicated cost of equity is 10.5%. 

(1 1) At page 33 of his surrebuttal testimony, Mr. Rigsby states the CAPM cost of 
equity based on a current 4.52% long-term Treasury bond rate is 10.3%. It would 
be higher if a conceptually correct forecast of Treasury bond rates were used to 
make the estimate. 

(12) The June 2005 AUS Monthly Utility Report reports that the average return on 
equity of the six publicly traded water utilities used by Mr. Ramirez is 10.5%’ 
based on data at March 31, 2005. See Rejoinder Exhibit TMZ-5. 

(13) Arizona Water is more risky than the benchmark water utility and should be 
authorized a 50 basis point risk premium. 

(14) Rejoinder Table 11 provides a summary of my updates of the FERC and 
Risk Premium approaches and various equity cost estimates resulting from 

1- restatements - of equity cost estimates presented by Mr. Ramirez and Mr. Rigsby ~ 

in helr direct and surrebuffal tesfiinonTes: 

BASED ON YOUR UPDATED ESTIMATES OF THE COST OF EQUITY AND 

YOUR RESTATEMENTS OF THE STAFF AND RUCO ESTIMATES, IS IT STILL 

YOUR OPINION THAT 11.25% IS A REASONABLE RETURN ON EQUITY FOR 

ARIZONA WATER? 

Yes. 

UPDATES OF EQUITY COSTS MADE WITH THE FERC AND CPUC 
METHODS 

A. 
AT PAGE 16 OF HIS SURREBUTTAL TESTIMONY, MR. RAMIREZ STATES 

The Critical ROE Estimation Issue in This Proceeding. 

“THE METHODS EMPLOYED BY THE FERC AND THE CPUC ARE INFERIOR 

TO STAFF’S.” DO YOU HAVE A RESPONSE? 

Yes. This is the critical ROE issue I wanted to place before the Arizona 

Corporation Commission. Mr. Ramirez has inherited the methods he has used 

-4- 
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~ 1 P~~~~~~ 

from ACC Staff members no longer at the Commission. It is not the models, bur 

the choice of reasonable inputs for those models that produce reasonable equitj 

costs. In presenting my testimony, I have deliberately used models and inputs the 

Federal Energy Regulatory Commission (“FERC”) and the California Public Utility 

Commission (“CPUC”) Staff would use, not the methods I prefer. I have 

presented the FERC and CPUC models to bring out in the open the issue that 

methods and inputs used by the ACC Staff produce unreasonable equity cost 

estimates. 

Throughout this rejoinder testimony and my rebuttal, I show that if more 

reasonable inputs are used in the ACC Staff models, the equity costs estimates 

are higher and close to the equity costs produced with the methods used by the 

FERC and the California PUC. All of the “evidence” Mr. Ramirez talks about at 

pages 16-1 7 of his testimony does not negate the fact that his ultimate equity cost 

estimates are substantially lower than would be produced by the government 

agency models I relied upon. 

- ~ _ _  _____ 

Q. 

A. 

Q. 

A. 

B. 

HAVE YOU UPDATED THE COST OF EQUITY ESTIMATES YOU MADE WITH 

THE EQUITY COST ESTIMATION APPROACHES USED BY THE FEDERAL 

ENERGY REGULATORY COMMISSION? 

Yes, I have. 

Update of the FERC I-Step Method. 

PLEASE PROVIDE YOUR UPDATE OF THE FERC I-STEP METHOD. 

The FERC I-Step Method requires data on high and low average dividend yields 

during the last 6 months, analysts’ forecasts of growth and estimates of 

sustainable growth (growth ACC Staff has called intrinsic growth). I have based 

my update on high and low prices during period December 2004 to May 2005 and 

current dividend yields. 
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Rejoinder Table 1 provides an update of analysts’ forecasts of earnings per 

I rely on four different investment services, Zacks, share (“EPS”) growth. 

Thompson First Call, Standard & Poor‘s and Value Line Investment Services, 

which are widely followed by investors and therefore influence investor 

expectations. This information provides one of the two measures of growth the 

FERC uses to determine growth in its l-Step method. 

The other estimate of growth used by the FERC is sustainable growth. It is 

found by adding together estimates of expected future growth from retained 

earnings (called “br” growth by the FERC) and expected future growth from sales 

of stock above book value (called %v” growth by the FERC). Rejoinder Table 2 

provides updates of the estimates of sustainable growth. 

All of this information is combined in Rejoinder Table 3 to update the FERC 

l-Step DCF analysis. Putting ~ _ _ _ _  this information together, the indicated - - __ range - - of - 

equity costs for the water utilities sample is 9.6% to 11.2% and the average cost 

of equity estimate is of 10.4%. Arizona Water is more risky than the water utilities 

sample, and thus this evidence indicates the Company requires an ROE of no 

less than 10.9%. 

IN DOCKET W-02113A-04-0616 (CHAPARRAL CITY WATER), YOU ADOPTED 

MR. RAMIREZ’S SPOT PRICES FOR YOUR UPDATE OF THE FERC I-STEP 

METHOD, WHY DIDN’T YOU DO THAT IN THIS CASE? 

In the Chaparral City case, the spot estimates of prices were approximately the 

same as the average of prices during the last 6 months and thus I adopted Mr. 

Ramirez’s prices to avoid an issue with ACC Staff. In this docket, however, Mr. 

Ramirez appears to have selected prices to depress his DCF ROE estimates. I 

recently pointed out during cross examination during the Chaparral City case that 

when analysts are permitted to use “spot” prices in DCF analyses, it is easy to 
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choose prices that bias equity costs up or down. The analyst can review price: 

over a two week or three week period and choose relatively high (or low) prices tc 

push down (or up) dividend yields and claim he/she is simply taking the 

”conceptually correct approach” to make hidher DCF estimate. It appears Mr. 

Ramirez has done that in this docket. In the Chapparral City case, he chose 

“spot” prices that produced an average dividend yield of 3.3% (Ramirez Schedule 

AXR-8, Docket W-02113A-04-0616, dated May 5, 2005). That dividend yield is 

slightly below the average of the dividend yields I compute with the correct FERC 

approach. In this docket, however, only 20 days later, he has chosen “spot” 

prices that produce an average dividend yield of only 3.0%, near the bottom of the 

range of dividend yields. This choice is blatantly unfair to Arizona Water. It 

appears to be designed to produce the same equity cost (9.1%) as he 

recommended in his direct testimony, even though he now agrees that a negative 
_______ - _ _ _ ~ ~  

Q. 

A. 

20 basis point ROE adjustment should not be made. To avoid this negative bias, 

I have gone back to the method used by the FERC and have used an average of 

6-month dividend yields in my update. 

C. 

PLEASE PROVIDE YOUR UPDATE OF THE FEDERAL ENERGY 

Update of the FERC 2-Step Method. 

REGULATORY COMMISSION’S 2-STEP METHOD. 

My update of the FERC 2-Step method is provided in Rejoinder Table 4. I have 

used an average of prices during the last six months to determine the prices in 

column (a). Initial growth is the average of analysts’ growth rates from Rejoinder 

Table 1. The expected long-term average terminal growth is assumed to be equal 

to the past arithmetic average growth rate in GDP of 6.8%. This arithmetic 

average growth rate is computed from data in Mr. Ramirez’s work papers. Below, 

in response to Mr. Ramirez, I provide some examples that demonstrate why the 
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Q. 

A. 

Q. 

A. 

appropriate concept to use when determining future expected growth is the 

arifhrnefic average, and not the past geometric average of 6.5% relied upon by 

Mr. Ramirez. 

WHAT EQUITY COST IS INDICATED BY THE UPDATE OF THE FERC 2-STEP 

METHOD? 

The updated FERC 2-Step method indicates the cost of equity for the water 

utilities sample is 10.2%. Arizona Water is more risky than the water utilities 

sample and thus its equity cost is higher than 10.2%. 

D. 

PLEASE PROVIDE YOUR UPDATE OF THE RISK PREMIUM EQUITY COST 

ESTIMATION APPROACH USED BY THE CALIFORNIA PUC OFFICE OF 

RATEPAYER ADVOCATES. 

I ~ _ _ _ _ _  provide that update in Rejoinder ~ Table _ _ _ _ _ _ ~ _  6 based on current _ _  forecasts _ _  of interest 

rates for 2006 presented in Rejoinder Table 5. The Office of Ratepayer 

Advocates Staff of the California PUC has determined (1) that a good proxy for 

the average cost of equity for the water utilities sample is an average of earned 

ROEs for those companies and (2) that forecasts of interest rates should be used 

to forecast the cost of equity when new rates will be in effect. Based on this 

update, the indicated average cost of equity for the benchmark water utility is 

10.5% and the indicated cost of equity for Arizona Water is not less than 11 .O%. 

Update of the California PUC Staff Risk Premium Method. 

I have already explained why I do not agree with the California PUC Staff 

choice of realized ROEs as equity cost proxies. In theory, if utilities are 

authorized rates and rate-adjustment mechanisms that give utilities a reasonable 

opportunity to earn their costs of equity, on average, realized returns for a sample 

of companies might provide a good proxy for the average cost of equity. 

Unfortunately, in recent years, on average, water utilities have not made their 
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authorized ROEs and thus this measure of the cost of equity understates the 

average authorized ROE. If all authorized returns were the result of litigated 

cases in which the commissions gave appropriate weight to the evidence 

presented to them, on average, those authorized ROEs would reflect market 

costs of equity determined with various models by various stakeholders. 

Authorized ROEs might understate the cost of equity because some of those 

authorized ROEs may be the result of settlements in which utilities accept a lower 

ROE in exchange for settlement of other issues. In this update, I also update 

Table 11 in my direct testimony as Rejoinder Table 7 in which the cost of equity is 

based on this proxy. This update indicates the average cost of equity for the 

benchmark water utilities sample is 10.9% and Arizona Water's cost of equity is 

no less than 11.4%. 

The California PUC approach also recognizes that the relevant ~~ cost of ~- 

equity is the expected cost of equity when new rates will be in place, not the cost 

of equity in April or May of 2005. California PUC Staff typically uses forecasts of 

interest rates for the three years following the year in which the case is litigated. 

For my analyses in Rejoinder Tables 6 and 7, I have used interest rate forecasts 

for the first full year (2006) new rates will be in effect for Arizona Water. ACC 

Staff has correctly pointed out that it is difficult to predict future interest rates. 

However, using current rates to predict future rates, as Staff apparently says 

should be done, does not avoid the problem of predicting interest rates in 2006. 

Staffs use of today's interest rates effectively assumes that those interest rates 

will remain unchanged in 2006 and subsequent years. The cost of equity should 

be determined for the period when new rates will be in effect, not the cost of 

equity prior to new rates being established. I have already addressed this issue in 

my rebuttal testimony at pages 22-24. 

_ _ _ ~ _  
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Q. 

A. 

__ 

California PUC Staff addresses the problem by using forecasts of interest 

rates for the future years in which those new rates will be in place. In my opinion, 

this is a more reasonable approach than putting one’s head in the sand and 

saying interest rates in 2006 will be the same as interest rates in May 2005 (as is 

done by Mr. Ramirez), especially when investors generally expect future interest 

rates to be higher. The crucial point, however, is that the California PUC Staff use 

forecasts of interest rates to determine costs of equity. Therefore, an equity cost 

based on the California PUC method must be based on forecasted rates. 

RESPONSE TO MR. RAMIREZ 

DO YOU HAVE A GENERAL RESPONSE TO MR. RAMIREZ? 

Yes. The DCF and Risk PremiumCAPM approaches Mr. Ramirez and I rely 

upon to determine equity costs are much like empty mixing bowls used by cooks 

to combine ingredients, mix batter ____ and ultimately bake cakes. ~ ~ _ _ _ _ _ _ _  It is not the mixing __ -~ 

bowls, but the ingredients that are put into those bowls that determine if the cake 

batter rises and, ultimately, if the cake is edible. I have presented equity costs 

determined with the ingredients a federal agency (the FERC) and a large state 

agency (the California PUC) put into those mixing bowls because I know it is an 

uphill fight to challenge the “ingredients” used by ACC Staff. Unfortunately, Mr. 

Ramirez has, relied on ingredients suggested by John Thornton, a former 

employee of the ACC Staff, to prepare his equity cost estimates. Those 

ingredients are substantially different than the ones used by the FERC and the 

CPUC to implement the models and bias downward the equity cost estimates. I 

address seven of the inappropriate choices below: 

(1) Mr. Ramirez has looked backward to determine the future when he had 
useful evidence about what investors think will happen in the future. This choice 
biases downward his equity cost estimates. 
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(2) Mr. Ramirez relies on geometric averages instead of conceptually 
correct arithmetic averages. This choice biases downward both of his DCF equity 
cost estimates. 

(3) Mr. Ramirez ignores his own estimates of future growth for 2007-2009 
in his multi-stage DCF analysis and thus introduces a negative bias in his equity 
cost estimates. 

(4) Mr. Ramirez mismatches interest rates in his CAPM approach and that 
mismatch biases downward the equity cost estimates. 

(5) Mr. Ramirez ignores known empirical studies of the CAPM and used a 
measure of the risk free rate that is too low and thus biases downward his equity 
costs. 

(6) Mr. Ramirez is unwilling to adopt unbiased measures of interest rates 
expected when new rates will be in effect for Arizona Water. When interest rates 
are expected to increase, this choice biases downward the cost of equity 
estimates. 

(7) Mr. Ramirez no longer proposes a negative ROE adjustment for the 
Company, but is unwilling to acknowledge that Arizona Water is more risky than 
his sample of water utilities and thus further biases downward his equity cost 
estimates. 

_ _ _ . ~ _ _ _ _ _ _ _  _ _  

It is these choices of the wrong “ingredients” that make Mr. Ramirez’s DCF equity 

cost estimates so much lower than DCF equity costs that are produced with the 

FERC l-Step and 2-Step methods and make his CAPM estimates so much lower 

than equity cost estimates made with the Risk Premium method used by the 

California PUC Staff. 

A. Mr. Ramirez Does Not Relv on Available Forward-Lookinn Estimates 
of Growth. 

DOES MR. RAMIREZ RELY ON FORWARD-LOOKING ESTIMATES OF 

GROWTH TO DETERMINE HIS CONSTANT GROWTH DCF EQUITY COST 

ESTIMATE? 

No. In Surrebuttal Schedule AXR-6, he gives a 50% weight to historical growth 

and a 50% weight to forward-looking estimates of growth to determine his growth 

estimate of 5.8% for the constant growth DCF model. 

-1 1- 
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A. 

Q. 

A. 

__ 

Q. 

A. 

DOES THE FERC DO THAT? 

No. The FERC correctly gives a 100% weight to forward-looking estimates of 

growth in its I-Step (constant growth) DCF method. This difference in 

“ingredients” goes a long way to explain why methods used by the FERC produce 

higher equity costs for the water utilities sample than is estimated by Mr. Ramirez. 

WHAT WOULD MR. RAMIREZ’S CONSTANT GROWTH DCF EQUITY COST 

BE IF HE RELIED ONLY ON HIS FORWARD-LOOKING ESTIMATES OF 

GROWTH? 

The equity cost estimate would be no less than 10.5%. That estimate is based on 

Mr. Ramirez’s unadjusted dividend yield of 3.0% (Surrebuttal Schedule AXR-8) 

and his average of projected growth rates of 7.5% (an average of 3.4% DPS 

growth, 10.4% EPS growth and 8.8% intrinsic growth from Surrebuttal Schedule 

AXR-6). - _ _ ~  Rejoinder Table 3 shows . -- the FERC I-Step _- (constant growth) - _-  method - 

indicates virtually the same equity cost estimate of 10.4%. Mr. Ramirez’s 

negatively biased constant growth DCF equity cost estimate of only 8.8% 

(Surrebuttal Schedule AXR-8) is the result of choosing different ingredients (both 

dividend yields and growth rates) than would be used by the FERC. 

6. Mr. Ramirez Relies on Incorrect Geometric Averawes to Determine 
Growth Rates. 

AT PAGES 8 AND 9 OF HIS SURREBUTTAL TESTIMONY, MR. RAMIREZ 

PRESENTS AN EXAMPLE TO SUPPORT HIS CHOICE OF GEOMETRIC 

ANNUAL AVERAGES TO DETERMINE FORWARD-LOOKING ESTIMATES OF 

GROWTH IN HIS DCF MODELS. WHAT IS THE RESULT OF THIS CHOICE? 

Geometric annual averages bias downward the equity cost estimates. Mr. 

Ramirez calculates geometric annual averages to determine forward-looking 

estimates of growth from past growth in dividends per share (“DPS”), earnings per 
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share (“EPS”) (Surrebuttal Schedule AXR-3), and stage 2 growth in his multi- 

stage growth analysis (Surrebuttal Schedule AXR-7). These choices depress his 

DCF equity cost estimates. 

A geometric annual average is the correct method to express what has 

happened in the past It compares the ending value of an asset with the value of 

the asset at the beginning of a period and converts the total return over several 

years into an annual average return. If, ‘however, an investor expects growth and 

variability in growth that occurred in the past to continue into the future, the 

required ROE must be based on the arithmetic annual average. If the ROE is set 

to earn only the geometric average annual growth rate, the expected growth 

cannot be achieved if there is any variability in annual growth. I have prepared 

Rejoinder Tables 8 and 9 to demonstrate that the correct ingredient to use in both 

of the DCF approaches is the arithmetic annual average. 
- __.__ -~ ~ 

__ ~ ~ _ _ _  

The geometric annual average is computed by comparing the ending and 

beginning value of an asset. Rebuttal Table 8 shows an obvious problem with 

using this concept to reflect the return investors require in the future. In this table, 

the asset in Mr. Ramirezls example at page 9 and a lower risk asset have the 

same beginning and ending values and thus each of the assets has the same 

geometric annual average return of 0.0%. But the lower risk asset is far less risky 

than the asset in Mr. Ramirez’s example. Going forward, a risk-averse investor 

would certainly prefer an asset that has a potential return of +25% or -20% far 

more than an asset with a potential annual return of +loo% or -50%. Additionally, 

it should be obvious that an expected (forward-looking) return of only 0.0% is not 

satisfactory for investors holding either risky asset. Not only is there a time value 

of money that demands expected compensation, but also the uncertainty of future 

outcomes indicated by past variability in returns requires compensation. 
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Q. 

A. 

Something is missing in Mr. Ramirez’s example. 

Rejoinder Table 9 demonstrates that if this past data is to be used to 

estimate future required returns, both the variability in growth as well as the 

difference between beginning and ending values of assets must be recognized. 

HOW IS REJOfNDER TABLE 9 DIFFERENT FROM MR. RAMIREZ’S 

EXAMPLE? 

In Mr. Ramirez’s example, he shows that an asset which had past returns of 

+loo% and -50% has a terminal value that is the same as the beginning value. 

Rejoinder Table 9 assumes investors would take that information into account 

when they determined what return they required from such an asset in the future. 

Assuming investors expect either a -50% return or a +loo% return in all future 

years, investors could expect a 25% chance that $10 investment would yield a 

value as high as $40 in two years, _ _ - - _  a 50% chance it will provide a zero ___ _ _  return __ _ and 

a 25% chance that the $10 investment would be worth only $2.50. Rejoinder 

Table 9 demonstrates these 4 possible expected end-of-period asset values after 

two years. Mr. Ramirez’s example assumes that out of four possible outcomes, 

only one would be expected by investors. Prudent investors would determine the 

expected future value of the asset by taking into account all four of the possible 

outcomes. In contrast to Mr. Ramirez’s incomplete example, the weighted 

average expected ending value of the asset that is relevant to the investor is 

$15.625, not $10. Thus, the expected annual required return is 25%, not 0%. I1 

this were a utility and a return less than 25% were authorized for the utility, it 

could not expect to achieve the ending value of $15.625 and investors would no1 

pay $10 for the stock at the beginning of the period. 

~ _ _ _ _  

Rejoinder Table 9 also shows the various expected outcomes for a 

Treasury bond. In this case, however, investors expect the same return year after 
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Q. 

A. 

year and the geometric average annual return (6%) is the same as the arithmetic 

average annual return (6%). The only time the two annual average returns are 

the same is when the same exact return is expected every year. Since investors 

will expect there will be year-to-year variation in returns for utility stocks, the 

arithmetic average annual return (the required return) will always be greater than 

the geometric average annual return. 

ARE YOU AWARE OF AUTHORITIES WHO HAVE CONCLUDED ARITHMETIC 

ANNUAL AVERAGES SHOULD BE USED? 

Yes. Professors Brealey and Myers, in the Seventh Edition of their widely-used 

finance textbook, Principles of Coworate Finance (2003), at 156-1 57, and 

lbbotson Associates in the 2005 S55l Valuation Edition Yearbook, at pages 75- 

77, provide further discussion of this issue and present examples similar to the 

example I provide in Rejoinder ___- Table ~- 9. I have attachedcopies of these materials 

as Rejoinder Exhibits TMZ-I and TMZ-2, respectively. Both indicate Mr. 

Ramirez’s approach is incorrect and will bias the return downward. 

WHAT IS YOUR CONCLUSION ABOUT MR. RAMIREZ’S USE OF 

GEOMETRIC AVERAGE ANNUAL RETURNS TO ESTIMATE HIS DCF EQUITY 

COSTS? 

It is one of several ways his choice of “ingredients” depress his equity cost 

estimates. 

C. By Ignoring Known Information About Future Growth, Mr. Ramirez 
Has Biased Downward His Multi-Stage DCF Estimate. 

HAS MR. RAMIREZ IGNORED ANY KNOWN INFORMATION THAT 

PRODUCES A BIAS IN HIS MULTI-STAGE DCF EQUITY COST ESTIMATE? 

Yes, he has. In Surrebuttal Schedule AXR-4, Mr. Ramirez provides projected 

intrinsic growth rate estimates for each of the water utilities in his water utilities 
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sample that average 8.8%. Based on his work papers, this is growth that Mr. 

Ramirez has determined is expected to occur for those utilities during the period 

2007 to 2009. But instead of including that information in his multi-stage DCF 

analysis, he assumes average growth will initially be only 3.7%, and after 2008 

will be 6.5%. His projected growth of 8.8% for 2007 to 2009 is totally ignored. 

Obviously, if the projected 8.8% growth had somehow been taken into account, 

his DCF equity cost estimate would be higher because 8.8% is larger than either 

3.7% or 6.5%. 

At page 10 of his surrebuttal, Mr. Ramirez criticizes me for modifying his 

multi-stage DCF analysis to take this known, projected growth into account and 

for assuming such growth would continue for several years past 2009. Mr. 

Ramirez, however, doesn’t take that growth rate into account at all. Had Mr. 

Ramirez assumed such growth would ~~ have continued during even ~- the three-year - 

period Mr. Ramirez indicates is expected by investors, the multistage DCF equity 

cost would increase from 9.3% to 9.6%. Furthermore, if he had used the correct 

terminal growth rate of 6.8% (again, based on arifhrnetic average annual growth, 

as discussed above), his multi-stage DCF equity cost estimate would be 9.9%. 

This estimate would be higher if he had used more representative stock prices 

(and thus a dividend yield above 3.0%) to conduct his DCF analysis. The 9.9% 

ROE estimate is just 30 basis points below the FERC 2-step (multi-stage growth) 

equity cost estimate of 10.2% (see Rejoinder Table 4). In this case, it is negative 

bias from three inappropriate choices of “ingredients” (a biased choice of 

representative stock prices, no recognition of higher growth expected during 

2007-2009, and biased terminal growth) that Mr. Ramirez has used to determine 

his equity costs that depress his equity cost estimates. 
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Q. 

A. 

D. The Mismatch of Interest Rates Mr. Ramirez Uses to Determine His 
“Current” Market Risk Premium for His CAPM Approach Biases 
Downward His Equity Cost Estimate. 

AS A PRELIMINARY ISSUE, HAVE BETAS FOR THE WATER UTILTIES 

CHANGED SINCE MR. RAMIREZ PREPARED HIS TESTIMONY? 

Yes. Value Line updates beta estimates every thirteen weeks. In its most recent 

update, betas for four of the six water utilities in Mr. Ramirez’s sample increased. 

The average beta for the water utilities’sample is now .71 instead of .68. This 

update alone increases Mr. Ramirez’s CAPM estimate from 9.2% to 9.5%. Even 

if his DCF estimate of 9.0% is unchanged, based on this new information on 

betas, his overall equity cost estimate for Arizona Water increases from 9.1% to 

9.3%. 

PLEASE EXPLAIN THE MISMATCH ISSUE? 

The CAPM requires a choice of the measure of the “risk free” rate, “Rf.’’ The 

formula is 
___ -- - ~- _ _  

Equitycost = Rf + beta x [E(Rm) - Rfl 

where the E(Rm) is the expected return for the market portfolio. Mr. Ramirez 

uses the term “Rp” (an abbreviation for “risk premium”) in place of the term 

[E(Rm) - Rfl. Mr. Ramirez states he has used an average of intermediate term 

Treasury rates as his measure of the risk free rate to make his CAPM estimates. 

However, that is not true. 

I examined his work papers and discovered he has indeed used an 

average of intermediate-term Treasury rates to determine his measure of Rf (the 

risk free rate), but has used an estimate of the long-term Treasury rate to 

determine the estimate of the risk premium (Rp). This mismatch is another way 

Mr. Ramirez depresses his cost of equity estimates. If either the long-term 

Treasury rate (4.55%) or the intermediate-term Treasury rate (4.0%) were used to 
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make estimates of both the risk premium and the risk free rate, Mr. Ramirez’s 

CAPM equity cost would be higher. In Surrebuttal Schedule AXR-8, he reports 

the current risk premium is 7.8% when the long-term Treasury rate is used to 

estimate the risk premium. If the long-term Treasury rate were also the choice for 

risk free rate, the cost of equity estimate would increase from 9.3% to 9.9%, as is 

shown below: 

9.9% - Equitycost = 4.55% + .68 x 7.82% - 
With the updated average beta, the revised equity cost is 10.1%, found as follows: 

10.1%. - Equity cost = 4.55% + .71 x 7.82% - 
Alternatively, if Mr. Ramirez had estimated the current risk premium as the 

difference in expected market returns and the intermediate term Treasury rate of 

4.0%, his equity cost estimate would increase from 9.3% to 9.7% as shown 

below: __ __ - ___- - __ ___ 

Rp = E(Rm) - Rf = 12.37% - 4.0% = 8.4%, 

and, thus 

Equitycost = 4.0% + .68 x 8.4% = 9.7%. 

With the updated average beta, the revised equity cost is 10.0%, found as follows: 

Equity cost = 4.0% + .71 x 8.4%= 10.0%. 

In short, had Mr. Ramirez used the same Treasury rate to estimate both 

the risk free rate and the risk premium, his current CAPM equity cost estimate 

would increase by either 40 or 60 basis points. In my rebuttal testimony, at pages 

18 - 21 , I have explained why the correct measure of the risk free rate is no less 

than the long-term Treasury rate and thus a correct restatement of the CAPM 

equity cost is no less than 9.9%. This mismatch in Treasury rates creates a very 

serious negative bias in Mr. Ramirez’s current CAPM equity cost estimate. 

DO YOU HAVE ANY OTHER COMMENTS ABOUT THIS CAPM COST OF 
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__ 

Q. 

A. 

EQUITY ESTIMATE? 

Yes. I pointed out in my rebuttal testimony, at page 25, that this method of 

determining the cost of equity is extremely unstable.’ For example, if Mr. 

Ramirez had updated this risk premium estimate with data provided by Value Line 

on May 6, 2005 instead of May 11, 2005, the method Mr. Ramirez relies upon to 

determine the current risk premium would indicate the current market risk 

premium is 8.72%. When Mr. Ramirez prepared his direct testimony in this case, 

this method indicated the current risk premium was 6.47%. By May 6, 2005, the 

current risk premium had increased by 225 basis points and, because the beta 

and Rf had not changed, the indicated cost of equity had increased by 153 basis 

points. Mr. Ramirez, however, has chosen to use data from May 11 instead of 

May 6. But even with that choice, the risk premium has increased by 135 basis 

points and the indicated cost of equity for the water utilities sample-has-increased 

by 92 basis points. Because the method is so unstable, it allows ACC Staff to 

pick and choose the Value Line data used in the analysis and depress the equity 

cost estimate if it chooses to do so. In this case, by choosing data published on 

May 11 instead of May 6, Mr. Ramirez depresses the cost of equity estimate by 

43 basis points (135 - 92). 

WHAT WOULD THE CURRENT CAPM COST OF EQUITY BE IF IT IS BASED 

ON MR. RAMIREZ’S DATA, THE UPDATED AVERAGE BETA AND 

FORECASTED TREASURY BOND RATES? 

It would be 11.3%, found as follows: 

Equity Cost = 5.73% + .71 x 7.82% = 11.0% 

Moreover, the cost of equity estimate would be 11.9% if Mr. Ramirez had relied 

’ I offered an alternative a proach based on various DCF studies of the Value 
Line Industrial Composite w R ich provides a more stable estimation approach. 
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- 

Q. 

A. 

upon data Value Line published May 6‘h to determine his risk premium (5.73% + 

.71 ~8.72%). 

DO YOU HAVE ANY OTHER COMMENTS ABOUT STAFF’S CURRENT CAPM 

COST OF EQUITY ESTIMATE? 

Yes. At page 7 of his surrebuttal testimony, Mr. Ramirez challenges my 

comparison of Staffs estimate of a 9.2% ROE in Arizona-American Water 

Company’s last rate case, Docket No. WS-01303A-02-0867 et a/., when the Staff 

measure of the risk free rate was only 3.3%, with Staffs current estimates of the 

cost of equity by saying the estimate in the Arizona-American Water case was 

“mainly influenced by a current market risk premium of 13.1%.” He does not, 

however, explain why the 13.1% market risk premium was less valid for setting 

rates than was the 7.6% updated market risk premium that pushed Staffs 

_ _  updated CAPM estimate downward b y s  basis points less than two months later. 

In that case (and in Arizona Water’s prior rate case for its Eastern Group), Staff 

used the same method to determine the “current” market risk premium. In this 

proceeding, Staffs “current” market risk premium has ranged from 6.47% to 

8.72% and may be higher by the time this case goes to hearing. 

USING MR. RAMIREZ’S TWO CAPM METHODS, THE UPDATED BETA OF 

.71, THE LONG-HORIZON MARKET RISK PREMIUM OF 7.2% AND HIS 

CURRENT LONG-TERM TREASURY BOND RATE OF 4.55%, WHAT IS THE 

RESULTING AVERAGE CAPM EQUITY COST ESTIMATE? 

Mr. Ramirez’s CAPM cost estimate is 9.9%, 70 basis points higher than he 

reports: 

CAPM Historic Market Risk Premium 9.7% 

CAPM Current Market Risk Premium 10.1 % 

Average - 9.9% 
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A. 

___ 

The average would increase to 11 .I % if conceptually appropriate forecasts of 

interest rates were used in the analysis. 

E. Mr. Ramirez Has Ignored Known Empirical Studies of the CAPM and 
Used a Measure of the Risk Free Rate That Is Too Low. 

IN THE PRIOR SECTION OF YOUR REJOINDER TESTIMONY YOU MADE MR. 

RAMIREZ’S CAPM ESTIMATES INTERNALLY CONSISTENT BY USING 

LONG-TERM TREASURY RATES TO ESTIMATE BOTH THE Rf AND Rp. IS 

THERE EMPIRICAL SUPPORT FOR USING LONG-TERM TREASURY RATES 

IN THE CAPM? 

Yes, there is. Years before Mr. Ramirez graduated from business school, there 

were numerous studies that showed the required return for the “zero-beta’’ asset 

(the risk free rate) was not less than the rate on long-term Treasury bonds. For 

- example, Professor Sharpe, one of the scholars who developed ~ _ _ _ _  the CAPM, 

reported that the return for the zero beta asset was significantly higher than 

average returns for short-term, intermediate-term and long-term Treasury 

securities (William Sharpe, Investments, (3rd ed. 1985) at page 401). Other 

studies have similarly indicated that the returns predicted by the standard CAPM 

for low beta stocks, like the sample water utilities, are too low relative to required 

returns for average risk stocks.* 

By choosing intermediate term Treasury securities for his CAPM analysis, 

Mr. Ramirez has ignored empirical studies of CAPM. He apparently adopted an 

approach used by Mr. Thornton, a former employee of the ACC Staff, who also 

ignored those empirical studies in testimony he presented in various states. Mr. 

A summary of these empirical studies and the shortcomings of the CAPM is 
found in Eugene F. Fama and Kenneth R. French, “The Capital Asset Pricing 
Model: The0 and Evidence,” Journal of Economic Pers ecfives, 18:2 (Summer 

invalidate its use in most applications. 
2004)’ page r 5 - 46. The authors conclude that the CA B M’s empirical problems 
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Q. 

A. 

Ramirez has apparently chosen not to recognize this deficiency in Mr. Thornton’: 

approach and thus continues to use “ingredients” that depress the ACC Staf 

equity cost estimates. 

AT PAGE 11, MR. RAMIREZ SAYS THE CAPM IS A HOLDING PERlOC 

MODEL THAT JUSTIFIES NOT USING LONG-TERM TREASURY SECURITIES 

IN THE ANALYSIS. DO YOU HAVE A RESPONSE? 

Yes, I have two responses. First, as pointed out above, Mr. Ramirez did USE 

long-term Treasury securities in its CAPM analysis. Either this choice was made 

because Staff believed it was appropriate to do so or it was done to depress its 

equity cost estimates. Second, as I explained in my rebuttal testimony at pages 

21-22, the horizon of the chosen security should match the horizon of what is 

being valued, not the investor’s holding period. I provided a quotation from 

Q. 

4. 

lbbotson Associates 2005 Valuation Edition Yearbook supporting this point. Ai 

investors are interested in a return for a 5-10 year period, they will be concerned 

about the value of the asset at the end of the period when they expect to sell it. 

And, that value for a common stock will unavoidably depend on the present value 

of expected future earnings of the company at the end of that holding period. I1 

investors have 5-10 year holding periods, it does not change the fact that the 

expected value of the stock at the end of the period will be a major factor 

determining the expected holding period return. 

WHEN THE COMMISSION CONSIDERS THE ACC STAFF’S CAPM 

ESTIMATES WHAT SHOULD IT DO? 

I recommend that the CAPM not be used. Instead, I recommend the Commission 

base its risk premium equity cost estimate on a method that estimates the risk 

premium directly. The CAPM estimates the risk premium indirectly and requires 

numerous assumptions to implement. But if the CAPM is to be used, the 
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A. 

__ 

Q. 

A. 

Commission should first make the CAPM estimates internally consistent by using 

the same value for the risk free rate for Rf and the market risk premium (Rp). 

Second, given the known empirical evidence, it should determine those CAPM 

estimates with the long-term Treasury rate. Third, as I have explained in both my 

direct and rebuttal testimony, it should use forecasts of long-term Treasury rates 

for the period in which new rates for Arizona Water will be in place, not stale 

information on interest rates in February, April or May 2005. 

F. Mr. Ramirez Is Unwilling To Adopt Unbiased Measures Of Interest 
Rates Expected When New Rates Will Be In Effect For Arizona. 

PLEASE CONTINUE WITH YOUR LAST POINT. WHY IS IT IMPORTANT TO 

ADOPT FORECASTED INTEREST RATES? 

It is important because future rates for Arizona Water should be based on its cost 

of capital when new rates are in place, not interest rates that existed many 

months before those rates will be set. This is especially important when interest 

rates are expected to increase. 

AT PAGE 12, MR. RAMIREZ OFFERS AN EXAMPLE HE CLAIMS SUPPORTS 

THE REJECTION OF INTEREST RATE FORECASTS. DO YOU HAVE A 

RESPONSE? 

Yes. Mr. Ramirez compares Blue Chip interest rate forecasts made in June 2002 

with an average of actual interest rates for 2003 and 2004 and found the 

forecasts were higher than the rates that actually occurred. That was just one 

forecast made in 2002. However, he fails to point out that the ACC Staff in 2003 

provided evidence that shows if forecasts for a number of years are considered, 

the average of the forecasts is not biased. At page 49 of his direct testimony, 

dated September 5, 2003, filed in Arizona-American Water Company’s recent rate 

case, in Docket No. WS-01303A-02-0867, et a/., Staff witness Joel Reiker 
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presented Chart 4 that compared Blue Chip Financial Forecasts consensus 

forecasts of Aaa corporate bond rates to actual rates for the period 1999 to 2003. 

The data underlying the chart are provided below: 

Year Proiected Rate Actual Rate Difference 
1999 6.9% 7.05% -0.15% 
2000 6.8% 7.62% -0.82% 
2001 6.6% 7.08% -0.48% 
2002 6.6% 6.49% 0.11% 
2003 6.6% 5.94% 0.66% 

These data show that in three years the projected Blue Chip interest rates were 

lower than actual rates and in the other two years projected rates were higher 

than subsequently occurred. This earlier ACC Staff study found that when five 

years of forecasts are considered (instead of just one period examined by Mr. 

Ramirez), on average the Blue Chip projections of future rates were slightly below 

the rates that actually occurred. This evidence provides strong support for the 

conSeTsus forecasts being unbiased-nd certainly not w o r k r a g a i K t  the 

interests of ratepayers. 

But Mr. Ramirez’s focus on the fact that it is difficult to forecast interest 

rates (which I do not dispute) ignores the real issue. That issue is what is the best 

available evidence to forecast what interest rates will be when new rates are in 

effect for Arizona Water. Is it a forecast of the future interest rate expected when 

new rates are established or is it stale interest rates that exist many months 

before the new rates go into effect? The California PUC has determined it is the 

former and uses interest rate forecasts to determine costs of equity for periods 

when new rates will be in place. I agree that interest rate forecasts provide the 

best evidence about what those future interest rates will be. This is especially 

true in a period following the lowest interest rates since 1963. Relying on “actual” 

market interest rates in early 2005 does not solve the problem of uncertainty 
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A. 

Q. 

A. 

about what the interest rates will be in 2006 and later, when Arizona Water’s new 

rates will be in effect. When interest rates are generally expected to increase, the 

Staff approach depresses the cost of equity estimates. 

G. Mr. Ramirez Is Unwilling To Acknowledge That Arizona Water Is More 
Risky Than His Sample Of Water Utilities. 

DO YOU HAVE A RESPONSE TO MR. RAMIREZ’S TESTIMONY STARTING 

AT PAGE 13 REGARDING ARIZONA’S ABOVE AVERAGE RISKS? 

Yes. Mr. Ramirez relies solely on beta risk as his measure of risk. He is unwilling 

to consider two factors. One is that it is far more likely that the “unique” risks he 

assumes are “non-market risks” could increase the unknown beta risk for Arizona 

Water than that they can simply be diversified away. The other is that a number 

of studies show beta risk is not the only risk that is priced by investors and thus 

there are “systematic risks” other than beta that are important ~ _ _ _ _  to investors. - I have - 

already addressed these issue at page 25 of my rebuttal testimony and do not 

repeat that testimony again. 

STARTING AT PAGE 19, MR. RAMIREZ OFFERS A NUMBER OF POINTS HE 

CONTENDS SHOWS THE ISSUE OF ARIZONA WATER’S SERIES K BONDS 

DO NOT SUPPORT THE NEED FOR A RISK PREMIUM OF AT LEAST 37 TO 

49 BASIS POINTS. DO YOU HAVE A RESPONSE? 

Yes. First, it is important to note that Mr. Ramirez is no longer recommending a 

negative risk premium for Arizona Water. He now recommends Arizona Water 

be authorized the same ROE as the water utilities sample he uses to determine 

equity costs. But undoubtedly Arizona water is more risky, and the 37 to 49 basis 

point risk premium required to place its series K bonds shows it also requires at 

least a 37 to 49 basis point risk premium for common equity. Mr. Ramirez offers 

two incorrect reasons the risk premium revealed by the bond issue should be 
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~ 

ignored. 

WHAT IS THE FIRST CONTENTION? 

Mr. Ramirez contends that because corporate bonds contain some default risk- 

and the default risk can be diversified away-the risk premium revealed by the 

bonds is not relevant. That’s nonsense. A study I presented to this Commission 

in Arizona Water’s 2002 rate case (W-1445A-02-0619) shows that rates on 

corporate bonds with default risk provide a better explanation of the equity costs 

of a wide cross section of utility common stocks than do Treasury rates which 

have no default risk. Even if (as Mr. Ramirez speculates) there are differences in 

default risk for the various utilities, the corporate bonds still provide the better 

explanation of the cost of equity. The results of my study are shown in Rejoinder 

Table 10. I found that for both the period 1982 to 2002 and the period I999 to 

2002, Baa corporate bond rates provide a better explanation of equity costs than 

do 10-year Treasury rates. The higher R’s indicate the corporate bonds provide 

the better explanation. In the more recent four-year period, the relative 

performance of Baa rates compared to 10-year Treasury securities was much 

stronger. Though both measures of interest rates still provided statistically 

significant explanations of the cost of equity, Baa rates are clearly preferred. 

Mr. Ramirez makes an interesting point about default risk, but the results in 

Rejoinder Table 10 show that even though that default risk is present, equity costs 

are expected to increase when bond rates increase. The result in Rejoinder 

Table I O  as well as common sense tell us that, contrary to Mr. Ramirez 

speculation at page 19, a comparison of bond rates and equity costs is 

meaningful and thus higher bond rates indicate higher costs of equity. Arizona 

Water has a higher cost of bonds than do the utilities in the benchmark sample 

and thus it requires an equity risk premium of at least 37 to 49 basis points. 
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Q. 

A. 

WHAT IS MR. RAMIREZ SECOND CONTENTION? 

Mr. Ramirez second contention is that the higher cost of bonds is the result of 

“liquidity risk that results from a private placement of bonds. The quotation Mr. 

Ramirez presents at page 20 of his testimony implies the higher cost of the 

private placement is partly the result of Arizona Water passing along part of the 

cost-savings from a private issue to the institution that bought the bonds. This 

statement applies to utilities that are large enough to have a choice of going 

public with bond issues or making private placements. I doubt Arizona Water 

could make a public bond issue offering. But even if it could, Mr. Ramirez offers 

no evidence that the interest rate required by investors in such a bond issue 

would be any less than Arizona Water obtained with the series K bond placement. 

Realizing the cost of such a hypothetical public bond issue would be higher than 

the cost of the series K bonds, it is clear that the quotation about “liquidity __._~ risk 

does not apply. With either the series K bonds or the hypothetical bond issue, 

Arizona Water was unable (or would be unable) to issue bonds at a rate as low as 

A-rated utilities or AA-rated utilities. 

AT PAGE 18, MR. RAMIREZ ALSO CONTENDS YOU HAVE NOT 

ACCOUNTED FOR HIGHER FINANCIAL RISK OF ARIZONA WATER. DO 

YOU HAVE A RESPONSE? 

Yes, I have three responses. First, Mr. Ramirez has wisely removed his negative 

risk adjustment for Arizona Water that he initially based on a consideration of 

financial risk. As a result, the leverage adjustment is no longer an issue. 

Second, it is nonsense to suggest there should be a negative ROE 

adjustment for leverage when a utility is unable to issue bonds at a cost as low as 

the benchmark sample utilities. Clearly, Arizona Water has more business risk 

than the sample and that business risk overwhelms any benefit from lower 
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Q. 

A. 

leverage. 

Third, any such adjustment must be based on the market values of equity 

and debt, not book values of equity and debt. Staff has incorrectly based its 

leverage adjustment on book values. Also, a correct analysis would have to 

recognize that the market value of equity for a privately-held utility is lower than 

the market value of equity for that same utility if it were publicly traded. 

Professional appraisers routinely value minority interests in privately held firms by 

reducing the value of the firm by a factor that accounts for a “lack of 

marketability.’’ One appraisal I reviewed made such an adjustment by noting 

sales of equity of privately-held companies were in the range of 26% to 36% less 

than the values of common equity of those companies at the time of subsequent 

initial pubic offerings. Mr. Ramirez does not know what the common stock for 

Arizona Water would sell for if it were publicly traded. But whatever that - price -- 

would be, the value of the equity would also need to be reduced by 26% to 35% 

to account for a lack of marketability. Contrary to Staff’s incomplete approach, an 

appropriate specification of the market value of Arizona Water‘s capital structure 

components may well indicate the need for a positive risk premium once 

discounts for a lack-of-marketability were recognized. 

RESPONSE TO MR. RIGSBY 

AT PAGE 30, MR. RIGSBY CLAIMS THAT BECAUSE ARIZONA WATER WAS 

ABLE TO ISSUE THE SERIES K BONDS THERE IS NO NEED TO PROVIDE A 

RISK PREMIUM OF AT LEAST 37 TO 49 BASIS POINTS. DO YOU HAVE A 

RESPONSE? 

Yes. Mr. Rigsby is ignoring the real issue. The issue is not that Arizona Water 

was ultimately able to place the bonds. The issue is that even after many months 

of seeking a buyer, the best interest rate the Company was able to get was 37 to 
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49 basis points higher than the rates utilities in the water utilities sample could 

obtain. This is a known fact, which indicates Arizona Water requires a positive 

equity cost risk premium of at least 37 to 49 basis points above the cost of equity 

for the benchmark sample. 

DO YOU HAVE A RESPONSE TO MR. RIGSBY’S COMMENTS ABOUT YOUR 

RESTATEMENT OF HIS DCF ESTIMATES? 

Yes. I replaced his personal opinion about future share growth (“s”) with data he 

reported for past and future expected growth in shares (reported in Schedule 

WAR-5) and revised his estimate of “vs” growth. I also restated his “br” growth 

estimates with the FERC method to recognize that Value Line reports ROES 

based on year-end equity. With this revision in %sl’ growth and small revision in 

“br” growth, his DCF equity cost increased to 10.9%. At page 31, Mr. Rigsby 

dismisses my restatement of his estimates of ‘W’ growth and “br” growth rates by 

comparing the growth rates he relied upon to analysts’ forecasts of growth. He 

says this check on his estimate of growth shows no increase in the estimate of 

sustainable growth is merited. Rejoinder Table 1 shows the current average of 

analysts’ forecasts for the three water utilities in his sample is 7.6%. The average 

of dividend yields reported by Mr. Rigsby for his sample is 2.94% (Rigsby 

Schedule WAR-3).3 Combining Mr. Rigsby’s average dividend yield with the 

average of analysts’ forecasts of growth indicates a cost of equity of 10.54%’ 110 

basis points above his recommended ROE of 9.44% and just above the range of 

updated equity costs of 10.2% to 10.4% made with the FERC l-Step and 2-Step 

models. Using analysts’ forecasts of growth for his sample to determine the DCF 

cost of equity estimate produces an estimate that is only 36 basis points less than 

Recent prices for his water utilities sample are comparable to prices he relied 
Jpon. 
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Q. 

I reported in my Rebuttal Table 16. A reasonable cost of equity estimate for his 

sample based on his DCF model is no less than 10.5%. 

AT PAGE 32, MR. RIGSBY STATES THAT A STUDY HE MADE SHOWS 

MARKET-TO-BOOK RATIOS ARE MOVING TOWARD 1.0 AND THUS HIS 

ADJUSTMENT TO vs GROWTH IS MERITED. IS HE CORRECT? 

No, he is not. I have attached as Rejoinder Exhibit TMZ-3 a chart that shows an 

average of market-to-book ratios for his sample utilities for the period 1991 to 

2004. It clearly shows market-to-book ratios are not moving back toward 1.0. I 

reviewed Mr. Rigsby’s work papers supporting his Attachment E and found he 

had not properly recognized stock splits in his study. This error led to the error in 

his Attachment E chart. 

DO YOU HAVE A RESPONSE TO HIS COMMENTS ABOUT YOUR 

RESTATEMENT OF HIS CAPM EQUITY COST ESTIMATE? 

A. 

Q. 

Yes. I explained above why arithmetic average annual returns are required to 

make correct equity cost estimates, and have attached as Rejoinder Exhibits 

TMZ-1 and TMZ-2 excerpts from two texts supporting the use of arithmetic 

average annual returns. In his direct testimony, Mr. Rigsby correctly says he 

believes “that the consensus among financial analysts appears to be that the 

arithmetic mean is the better of the two [geometric and arithmetic] averages.” 

(Rigsby Dt. at page 26.) At page 33 of his surrebuttal testimony, Mr. Rigsby notes 

the CAPM cost of equity based on a 4.52% long-term Treasury bond rate is 

10.3% based on the arithmetic mean. His estimate is slightly below the updated 

cost of equity range I made in Rejoinder Table 6 of 10.4% to 10.6% with the 

California ORA Staff risk premium model. 

DOES MR. RIGSBY ARGUE IN FAVOR OF RATES FOR LONG-TERM 

TREASURY BONDS AS THE MEASURE OF THE RISK FREE RATE? 
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Q. 

A. 

~ 

Q. 

A. 

Q. 

A. 

No, he does not. He continues to argue in favor of 91-day Treasury rates as the 

appropriate measure of the risk free rate, even though there is substantial 

evidence it is not. The use of a 91-day Treasury rate in the CAPM creates a 

severe downward bias in the model. I addressed this issue on pages 39-40 of my 

rebuttal testimony and do not again restate the reasons short-term rates should 

not be used. 

DO YOU HAVE OTHER INFORMATION THAT PUTS YOUR RESTATEMENTS 

OF MR. RIGSBY’S EQUITY COST ESTIMATES IN PERSPECTIVE? 

Yes, I do. In the April 29, 2005 reports for the water utilities in Mr. Rigsby’s 

sample, Value Line projects American State Water will earn 12.0%, Aqua 

American will earn 13.0%, and California Water Service will earn 11 .O% during 

2008-2010, an average ROE of 12.0%. Copies of Value Line’s April 29, 2005 

reports for the Water Utility Industry are attached as Rejoinder Exhibit TMZ-4. -- 

These expected returns indicate an equity return as low as 11.25% requested by 

Arizona Water is conservative because it is for a utility more risky than Mr. 

Rigsby’s sample utilities. 

HAVE YOU PREPARED A TABLE THAT SUMMARIZES YOUR UPDATED 

ESTIMATES OF EQUITY COSTS AND RESTATEMENTS EQUITY COSTS 

PRESENTED BY MR. RIGSBY AND MR. RAMIREZ? 

Yes, it is Rejoinder Table 11. 

DOES THIS COMPLETE YOUR PREFILED REJOINDER TESTIMONY? 

Yes. 
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Arizona Water Company 

Rejoinder Table 1 

Analysts' Forecasts of Future Earnings Growth for the Water Utilities Sample 

Thomson 
First 

Zac ks"' Cal I-*' 

American States Water Co. - 3.00% 
Aqua America Inc. 9.30% 10.50% 
California Water Service Group 7.70% 6.50% 
Connecticut Water Service - - 
Middlesex Water Company 6.00% 6.00% 
SJW Corp. 

Ove ra I I average-d': 

Average of estimates for American States, Aqua America 
and California Water Service 

Sources and Notes: 
a/ 
bl 
cl  
d/ 

Reported on the Internet 05/05/05 
Standard and Poor's Eanrning Guide May 2005. 
Value Line reported April 29, 2005. 
Average of all reported estimates. 

6/2/2005 

Arizona Water Company 
6/2/2005 

Value 
S&P-" Line-" 

3.00% 8.00% 
10.00% 9.00% 
7.00% 9.50% 

6.00% - 
- - 

Average 

4.7% 
9.7% 

7.3% 
6.0% 
7.3% 

7.7% 

7.3% 

7.6% 
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Arizona Water Company 

Rejoinder Table 2 

Estimates of Sustainable Growth for the Water Utilities Sample 

Estimated 
Retention Future 

Ratios ROE 

American States Water Co. 0.54 12.0% 
Aqua America Inc. 0.46 13.0% 
California Water Service Group 0.42 1 1  .O% 
Connecticut Water Serviced' 
Middlesex Water Companyd' 
SJW Corp.-& 

Average 

Forecast 
of b r w  
Growth 

6.7% 
6.1% 

' 4.8% 

Average 

Growthj Growth 
sv Sustainable 

1.6% 8.3% 
1.6% 7.7% 
3.2% 7.9% 

8.0% 
8.0% 
8.0% 

8.0% 

Sources and Notes: 
- a/ FERC method: br growth based on Value Line forecasts of DPS, EPS and ROE for 

- b/ FERC method: br growth adjusted for year-end ROE forecast by Value Line. 
- cl  Estimated sv growth derived from Value Line's forecasts of growth in shares from 2002 to 2009 

- d/ Growth estimates are average for other water utilities. 

the period 2008-2010 published April 29, 2005. 

and current market-to-book ratio. 

6/2/2005 
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Arizona Water Company 

Rejoinder Table 5 

Forecasts of Treasury Securities Rates for 2006 

IO-Year Treasury Notes 
DRI-~/ 
Blue Chip Consensus Forecasts-b’ 
Value Line-” 

Average 

Long-term Treasury Bonds 
D R I - ~ ~  
Blue Chip Consensus Forecasts-b’ 
Value LineJ’ 
Average 

5.51 % 
5.50% 
4.80% 
5.27% 

5.89% 

5.30% 
6.00% 

5.73% 

Sources and Notes: 

a/ DRI forecast of interest rates reported for April 2005. 
b l  Blue Chip long-term consensus forecasts, December 2004. 
c l  Value Line Quarterly forecast, May 27, 2005. 
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Arizona Water Company 

Rejoinder Table 6 
Update of Risk Premium Approach Used by CPUC Staff 

1995 
1996 
1997 
1998 
1999 
2000 
2001 
2002 
2003 
2004 

11.20 
12.02 
11.82 
10.90 
10.59 
9.88 
10.37 
10.63 
9.53 
9.98 

6.88 
6.70 
6.61 
5.58 
5.87 
5.94 
5.49 
5.42 
5.05 
5.12 

6.57 
6.44 
6.35' 
5.26 
5.65 
6.03 
5.02 
4.61 
4.01 
4.27 

4.32 
5.32 
5.21 
5.32 
4.73 
3.94 
4.88 
5.21 
4.48 
4.86 

4.63 
5.58 
5.47 
5.64 
4.94 
3.85 
5.35 
6.02 
5.52 
5.71 

IO-Year Average Premium 4.83 5.27 
5-Year Average Premium 4.68 5.29 

Forecasted Interest Rates for 2006-b/ 5.73 5.27 

Projected Cost of Equity 
1 0-Year Average 10.6 10.5 
5-Year Average 10.4 10.6 
Average 10.5 

Sources and Notes: 
a/ California PUC Ofice of Ratepayer Advocate Staff uses earned ROES for 

the water utilites as its proxies for the costs of equity. 
b/ California PUC ORA Staff uses forecasts of interest rates to determine 

costs of equity when new rates will be in effect. Interest rate forecasts 
are reported in Rejoinder Table 5. 
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1993 
1994 
1995 
1996 
1997 
1998 
1999 
2000 
2001 
2002 

Arizona Water Company 

Rejoinder Table 7 

Risk Premium Equity Cost Analysis 
Authorized ROES Adopted as Equity Cost Proxies 

Authorized Annual Averaqes 
Returns on 30-Year 10-Year 
Eq u i ty-a’ Treasu ry-'r reasu QI-~’ 

12.13% 

11.51% 

11.18% 
11.06% 
11.12% 
11.12% 
10.86% 
10.62% 

12.13% 

11.58% 

6.60% 
7.35% 
6.88% 
6.70% 
6.60% 
5.58% 
5.87% 
5.94% 
5.49% 
5.41 Yo 

IO-Year Average Premium 
5-year Average Premium 

5.87% 
7.09% 
6.57% 
6.44% 
6.35% 
5.26% 
5.65% 
6.03% 
5.02% 
4.61 Yo 

Forecasted Interest Rates for 2005-2006-c’ 

Projected Returns on Equity 
IO-Year Average 
5-Yea r Average 
Average 

Risk Premiums 
30-Year 1 0-Year 
Treasury Treasury 

5.53% 
4.78% 
4.63% 
4.88% 
4.58% 
5.48% 
5.25% 
5.18% 
5.37% 
5.21 Oh 

6.26% 
5.04% 
4.94% 
5.14% 
4.83% 
5.80% 
5.47% 
5.09% 
5.84% 
6.01 % 

5.09% 5.44% 
5.30% 5.64% 

5.73% 5.27% 

10.8% 10.7% 
11 .O% 10.9% 

10.9% 

Sources and Notes: 
- a/ CA Turner Utility Reports, issues for December for various years. 
- b/ CPUC Staff Cost of Capital Report, Table 2-7, A.03-07-036, January 2004. 
- c/ Source is Table 9. 
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Arizona Water Company 

Rejoinder Table 10 

Regression Results"' and the Ability of Baa Rates 
and 10 Year Treasury Rates to Explain Equity Costs 

Regression Results of 
Period Intercept Slope Observations R2 

Baa rates explaining eauitv costs 

1999 to 2002 

1982 to 2002 

1 Ovr Treasurv Rates explaining eauitv costs 

1999 to 2002 

1982 to 2002 

0.062 ' 0.614 35 18.3% 
(0.22 58)-b' 

0.074 0.492 464 84.5% 
(0.0098)-b' 

0.096 0.279 35 8.9% 
(0.1 552)-b' 

0.080 0.553 464 82.0% 
(0.01 21 )-b' 

Sources and Notes: 
a/ Equity cost data is updated data for sample adopted in Table 23. 

b/ Standard error of slope coefficients in parentheses. All slope 
Interest rates reported by the Federal Reserve. 

estimates statistically different from zero at .05 level. 
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Arizona Water Company 

Rejoiner Table 1 I 

Summary of Rejoinder Equity Cost Estimates for Water 
Utilities Sample and Arizona Water Company 

Updates of Zem Eauitv Cost Estimates 
FERC I-Step 
FERC 2-Step 
California RP Anaysis 
Modified CPUC Analysis 

Eauitv Costs Determined in Rebuttal Testimony 
Average of Currently Authorized ROES 
Average of ROES Earned in 2004 
Equity Cost based on Average Risk Premium 
Determined by ACC Prior to 2001 

0 Based on Forecasted Rates 
0 Based on Rates in March 2005 

FERC I-Step w/ Mr. Ramirez's data 
FERC 2-Step wl Mr. Ramirez's data 

Average of Mr. Ramirez's Equity Cost Estimates 
Restated in Rebuttal Table 12 

Average of Mr. Ramirez's Equity Cost Estimates 
but with Methods used by the CPUC Staff 

Restatement of Mr. Rigsby's Equity Cost Estimates 
0 DCF 
0 CAPM 

Eauitv Costs Determined in Reioinder Testimony 
Response to Mr. Ramirez 

0 

0 

Constant Growth DCF with Mr. Ramirez's Projections 
of DPS, EPS and Intrinsic Growth 
Mr. Ramirez's Multi-stage growth with Intrinsic growth 
included in his analysis for 2007-2009 and corrected 
terminal growth rate 
Updated CAPM with the same measure of Rf used to 
determine Rp and Rf 

Mr. Rigsby's DCF analysis but using analysts' 
forecasts of growth instead of br+sv growth 
Mr. Rigsby's CAPM based on current long-term 
Treasury rate of 4.52% 
Average ROE Projected for Mr. Rigsby's Water Utilities 
Sample by Value Line for 2008-201 0 

0 

Response to Mr. Rigsby 
0 

0 

0 

6/8/2005 

Water 
Utilites 
Sample 

10.4% 
10.2% 
10.5% 
10.9% 

10.4% 
10.0% 

10.7% 
10.0% 

11.5% 
1 I .2% 

10.6% 

10.5% 

10.9% 
1 I .O% 

10.5% 

9.9% 

10.1% 

10.5% 

10.3% 

12.0% 

Indicated Cost 
of Equity for 

Arizona 
Water 

10.9% 
10.7% 
11 .O% 
11.4% 

10.9% 
10.5% 

11.2% 
10.5% 

12.0% 
11.7% 

11.1% 

11.0% 

11.4% 
11.5% 

1 I .O% 

10.4% 

10.4% 

1 I .O% 

10.8% 

12.5% 
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PART11 Rkk 

much that averages taken over short periods are meaningless. Our only hop of gain- 
ing insights from historical rates of return is to look at a very long period. 

Arithmetic Averages and Compound Annual Return 
Notice that the average returns shown in Table 7.1 are arithmetic averages. In 
other words, Ibbotson Associates simply added the 75 annual returns and di- 
vided by 75. The arithmetic average is higher than the compound annual return 
over the period. The 75-year compound annual return for the S&P index was 
11.0 per~ent .~  

The proper uses of arithmetic and compound rates of return from past investments 
are often misunderstood. Therefore, we call a brief time-out for a clarifymg example. 

Suppose that the price of Big Oil's common stock is $100. There is an equal 
chance that at the end of the year the stock will be worth $90, $110, or $130. There- 
fore, the return could be -10 percent, +10 percent, or +30 percent (we assume 
that Big Oil does not pay a dividend). The expected return is %(-lo +10 +30) 
= +10 percent. 

If we run the process in reverse and discount the expected cash flow by the ex- 
pected rate of return, we obtain the value of Big Oil's stock: 

pv=-= $100 
1.10 

The expected return of 10 percent is therefore the correct rate at which to discount 
the expected cash flow from Big Oil's stock. It is also the opportunity cost of capi- 
tal for investments that have the same degree of risk as Big Oil. 

Now suppose that we observe the returns on Big Oil stock over a large number 
of years. If the odds are unchanged, the return will be - 10 percent in a third of the 
years, +10 percent in a further third, and +30 percent in the remaining years. The 
arithmetic average of these yearly returns is 

-10 + 10 + 30 
3 

= +lo% 

Thus the arithmetic average of the returns correctly measures the opportunity cost 
of capital for investments of similar risk to Big Oil stock. 

The average compound annual return on Big Oil stock would be 

(.9 Xl.1 X 1.3)'p - 1 = .088,or 8.8%, 

%e cannot be sure that this period is truly representative and that the average is not distorted by a few 
unusuaily high or low returns. The reliability of an estimate of the average is usually mequred by its 
standard error. For example, the standard error of our estimate of the average risk premiuk on common 
stocks is 2.3 percent. There is a 95 percent chance that the true average is within plus or minus 2 stan- 
dard errors of the 9.1 percent estimate. In other words, if you said that the true average was between 
4.5 and 13.7 percent, YOU would have a 95 percent chance of being right. (Technical note: The standard 
error of the average is equal to the standard deviation divided by the square root of the number of ob- 
servations. In our case the standard deviation is 20.2 percent, and therefore the standard error is 

'?his was calculated from (1 + r)75 = 2,586.5, which implies r = .11. Technical note: For lognormally dis- 
tributed returns the annual compound return is qual to the arithmetic average =turn minus half the 
variance. For example, the annual standard deviation of retums on the U.S. market was about 20, or 20 
percent. Variance was therefore .202, or .04. The compound annual return is .04/2 = .02, or 2 percent- 
age points less than the arithmetic average. 

. 

2 0 . 2 / f i  = 23.) 



c#APT€R 7 lntrodu&ion to Risk, Return,  and the Opportunity Cost of Capital 

less than the opportunity cost of capital. Investors would not be willing to invest in 
a project that offered an 8.8 percent expected return if they could get an expected 
return of 10 percent in the capital markets. The net present value of such a project 
would be 

108.8 
1.1. 

mv=- l~+- -  - -1.1 

Moral: If the cost of capital is estimated from historical returns or risk premiums, 
use arithmetic averages, not compound annual rates of return. 

Using Historical Evidence to Evaluate Today‘s Cost of Capital 
Suppose there is aninvestment project which you know-don’t ask how-has the 
same risk as Standard and Poor‘s Composite Index. We will say that it has the same 
degree of risk as the markt porffolio, although this is speaking somewhat loosely, 
because the index does not include all risky securities. What rate should you use 
to discount this project’s forecasted cash flows? 

Clearly you should use the currently expected rate of return on the market port- 
folio; that is the return investors would forgo by investing in the proposed project. 
Let us call this market retum r,. One way to estimate rm is to assume that the fu- 
ture will be like the past and that today’s investors expect to receive the same 
“normal” rates of return revealed by the averages shown in Table 7.1. In this case, 
you would set r, at 13 percent, the average of past market returns. 

UnfortunatelF this is nof the way to do it; rm is not likely to be stable over time. 
Remember that it is the sum of the risk-free interest rate rfand a premium for risk. 
We know that rfvaries. For example, in 1981 the interest rate on Treasury bills was 
about 15 percent. It is difficult to believe that investors in that year were content to 
hold common stocks offering an expected return of only 13 percent. 

If you need to estimate the return that investors expect to receive, a more sensi- 
ble procedure is to take the interest rate on Treasury bills and add 9.1 percent, the 
average risk premium shown in Table 7.1. For example, as we write th is  in mid-2001 
the interest rate on Treasury bills is about 3.5 percent. Adding on the average risk 
premium, therefore, gives 

~ ~ ( 2 0 0 1 )  = rf(2001) + normal risk premium 
= .035 + .091 = .126, or about 12.5% 

The crucial assumption here is that there is a normal, stable risk premium on the 
market portfolio, so that the expectedfutzire risk premium can be measured by the 
average past risk premium. 

Even with 75 years of data, we can’t estimate the market risk premium exactly; 
nor can we be sure that investors today are demanding the same reward for risk 
that they were 60 or 70 years ago. All this leaves plenty of room for argument about 
what the risk premium realZy is? 

Many financial managers and economists believe that long-run historical re- 
turns are the best measure available. Others have a gut instinct that investors 

%me of the disagreements simply reflect the fact that the risk premium is sometimes defined in dif- 
ferent ways. Some measure the average diffenmce between stock return and the returns (or yields) on 
long-term bonds. Others measure the difference between the compound rate of growth on stocks and 
the inteRst rate. As we explained above, this is not an appropriate measure of the cost of capital. 
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The Equity Risk Premium 

For example, if bond yields rise unexpectedly, investors can receive a higher coupon payment from a 
newly issued bond than from the purchase of an outstanding bond with the former lower-coupon 
payment. The outstanding lower-coupon bond will thus fail to attract buyers, and its price will 
decrease, causing its yield to increase correspondingly, as its coupon payment remains the same. The 
newly priced outstanding bond will subsequently attract purchasers who will benefit from the shift in 
price and yield; however, those investors who already held the bond will suffer a capital loss due to 
the fall in price. 

Anticipated changes in yields are assessed by the market and figured into the price of a bond. 
Future changes in yields that are not anticipated will cause the price of the bond to adjust accord- 
ingly. Price changes in bonds due to unanticipated changes in yields introduce price risk into the total 
return. Therefore, the total return on the bond series does not represent the riskless rate of return. 
The income return better represents the unbiased estimate of the purely riskless rate of return, since 
an investor can hold a bond to maturity and be entitled to the income return with no capital loss. 

Arithmetic versus Geometric Means 

The equity risk premium data presented in this book are arithmetic average risk premia as opposed 
to geometric average risk premia. The arithmetic average equity risk premium can be demonstrated 
to be most appropriate when discounting future cash flows. For use as the expected equity risk 
premium in either the CAPM or the building block approach, the arithmetic mean or the simple 
difference of the arithmetic means of stock market returns and riskless rates is the relevant number. 
This is because both the CAPM and the building block approach are additive models, in which the 
cost of capital is the sum of its parts. The geometric average is more appropriate for reporting past 
performance, since it represents the compound average return. 

The argument for using the arithmetic average is quite straightforward. In looking at projected 
cash flows, the equity risk premium that should be employed is the equity risk premium that is 
expected to actually be incurred over the future time periods. Graph 5-3 shows the realized equity 
risk premium for each year based on the returns of the S&P 500 and the income return on long-term 
government bonds. (The actual, observed difference between the return on the stock market and the 
riskless rate is known as the realized equity risk premium.) There is considerable volatility in the 
year-by-year statistics. At times the realized equity risk premium is even negative. 

I bbotsonAssociates 75 
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Chapter 5 

Graph 5-3 
Realized Equity Risk Premium Per Year 
1926-2004 

1925 1935 1945 1955 1965 1975 1985 1995 2004 

Year-end 

To illustrate how the arithmetic mean is more appropriate than the geometric mean in discounting 
cash flows, suppose the expected return on a stock is 10 percent per year with a standard deviation 
of 20 percent. Also assume that only two outcomes are possible each year- +30 percent and -10 
percent (i.e., the mean plus or minus one standard deviation). The probability of occurrence for 
each outcome is equal. The growth of wealth over a two-year period is illustrated in Graph 5-4. 
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I The Equity Risk Premium 

Graph 5-4 
Growth of Wealth Example 

$1.70 

$1 .oo 

$0.70 

0 
Years 

$1 -69 

1 2 

* The most common outcome of $1.17 is given by the geometric mean of 8.2 percent. Compounding 
the possible outcomes as follows derives the geometric mean: 

[(1+ 0.30)~ (1 - 0.1 0)F - 1 = 0.082 

However, the expected value is predicted by compounding the arithmetic, not the geometric, mean. 
To illustrate this, we need to look at the probability-weighted average of all possible outcomes: 

(0.25 X $1.69) = $0.4225 
+ (0.50 X $1.17) = $0.5850 
+ (0.25 X $0.81) = $0.2025 

Total $1.2100 

Therefore, $1.21 is the probability-weighted expected value. The rate that must be compounded to 
achieve the terminal value of $1.21 after 2 years is 10 percent, the arithmetic mean: 

$lx(l+o.10)2 =$1.21 
The geometric mean, when compounded, results in the median of the distribution: 

$lx (1 + 0.082)' = $1 -1 7 
The arithmetic mean equates the expected future value with the present value; it is therefore the 
appropriate discount rate. 
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WATER UTILITY INDUSTRY 1420 

. .  

~~~ 

,> .^" . 1.. Composite , Statistics: Water utility -Industry . - 

2001 2002 2003 2004 2005 2006 08-10 
7518 F . 4  W.0 a.6 1070. 1155 R t v e n u c r o  ._ - . 1475. 
95.4 1oR6 . BB.6 122.4 t . I 5 0  174 Ndrll(*dR)- . 220 

402% 38.8% 4OaW 39.4% 4aOY lolw hw#neTulkll 4M% 

. . .  
W ,  2751.1 3186.1 35325 3665 jbDs NetPbnt(SmlM) . 4m 
6.8% 7.0% 53% 6.n 7.0% 7.5% RatVmonToldclpl 7.0% 

10.6% 11.2% W m  10.7% 11.0% If.% lkturnmShr.Egulty 120% 

51 X 

1.16 1.17 1.48 1.36 1 2 0  
22.6 21.5 26.0. 25.5 A q  Ann1 PIE RaUa iao . 

c . .  
Andre 3. Costam.  

. . I  . .  

I Water Utility 
RELATIVE STRENGTH (Ratio of Industry to Value-Une Comp.) 
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Leases, Uncapitalized: None 
Peasion Assets-12/04 $51.3 mill. 
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Pension Assets-12mQ 575.1 mill. 
3blig. $87.6 mi8. 
Vd Stock $35 mill. Ptd Mv'd f.15 mill. 
139,m shares, 4.4% cumuMie (W par). 

h m o n  Shck 18.372.496 shs. . 

e are som 

the stock's 2 (Above.Average) Safety rank 
Andre J. Costanza . April 29, 2005 
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BETA 65 (1.00rMgrkM) 

SALES PER SH 5.69 
"CASH ROW" PER SH 
EARNINGS PER SH .97 

BOOK VALUE PER SH . 8.03 
COMMON SHS OUTSTG (MILL) 6.78 
N G  ANN'L PIE RATIO - 12.5 

AVG ANWL MV'O YIELD I 6.2% 
SALES 6 M l W  I 38.6 . .  
DPERATWG MARGIN I 44.9% 
DEPREClATlON ($MILL) I 3.3 

MORMG CAPZ ISMILLI 
-0NG-TERM MBT (SHILL) 

E W R N  ON SHR. Eaum I 12.0% 
ETAINED TO COY EO I 2.7% 
ZU WDS TO NET PROF 
WE: NO analyst estimates nniiabie. 

78% 

ANNUAL RATES 
d dtange (per shamj 5 Yn. I Yr. 
sales 05% 2.0% 
''Cash Flow" 35% 15% 

2.5% 1.0% 
m i  1.0% 1.0% 
Book Value 4.5% 45% 

2/31/02 10.3 11.0 45.1 
Y31103 10.9 10.8 13.7 11.7 47. 
Kil1w 10.9 12.0 13.9 11.7 U.! 
Kim5 

Fiscal EARNINGS PER SHARE I FuI 
Year I. i o  M 30 4a Yea 

Wl@l  .30 2 5  .38 20 1.1: 
W1102 .19 24 . SO .19 1.1: 

W1104 24 26 A7 .19 1.11 
K31& 

mi103 .26 . is  .a a 1.1: 

,202 202 .205 .205 .81 
205 205 208 

2004 208 ,208 .21 .z 1 :: : I .21 

HSTillJTIONAL DECISIONS 

io By 18 14 14 
IO sew 15 13 15 
Hkfs(O00) 1375 1417 1431 

cPUBLlSHERlSNO1 S K M  FOAANYERRF 
my be (epr0dUced.W. aored u hMmed n vpmk 

20'04 3004 4004 

7 In: "2 lese- Fnu, 
Wjwh 

.. ... . .. . 

4704 ~?.I~~RFMw TwulG 19.1 I~IEwITI) REUTlVE l.OOlt7 34% 
15.11 19.0 24.67 23.50 3221 31.09 30.41 2976 I 27.53 nlg 
12.22 13.3 12.67 17.00 19.50 20.35 24.00 2383 21.91 Lou 

I 

5.67 558 
1.51 1.59 
1 .oo 1.02 
.77 .78 

1.99 1.12 
8.26 8.52 
6.79 6.80 

.74 .81 
6.0% 4.9% 

38.5 37.9 
45.5% 462% 
3.5 3.9 
6.8 7.0 

35.1% 34.3% 
17.7% 18.4% 

610.4 a 3 7  
54.5 625 
56.8 58.7 
7.7% 7.3% 

12.0% 11.9% 
2.8% 2.6% 

12.9 15.5 

77% 76% 

I I I . .13 -. .. 
I I I 9 .. -. 

I .  

I I I I . 6  

I I I .  I . 4 .  

... -3 

& 2 2 !  

63.3 65.7 71.6 80.7 842 88.7 
7.4% 7.6% 7.9% 7.4% 7.5% 7.0% 

' 3.1% 3.2% 3.6% 3.1% 3 2 %  3.1% 
11.8% 12:1% 121% 10.9% 10.9% 10.6% , 

74% 74% 71% 1 72% I 71% I 71% I . ' 

5 1.1 .7 
tk3elvabbs 8.e 8.9 9.8 
=bxy(Avgcost) 1.0 .9 .9 

.1 .3 3.9 
CurenlASsels 10.4 112 15.3 

- - -  

p*w- planl 
.44dp,a i~obt  321.5 3315 344.5 

AccumDepredaGOn 88.8 92.6 98.4 
232.7 238.9 246.1 
21.7 27.4 29.5 

Total Assets 264.8 2775 290.9 

LIABILITIES ($mill.) 

Other 

Empew 

EL* 

_ - -  

6.5 5.4 5 5  
72 10.0 6.0 
1.8 -3 4.4 

15.5 15.1 15.9 
_ - -  

LONG-TERM DEBT AN0 EQUITY 
8s of 1 m m 4  

Total Debt $72A m l  
LT Debt $56.4 mll. 
Including Cap. Leases None 

Leases, Uncapitalied Annual rentals $4 rmll. 

Due in 5 Yn.  S7.4mill. 

(43% d cap'l) 

BUSINESS: Connecticut Water Services, Inc. acts as the 
parent company of The Connecticut.Water Co. and other 
subsidiaries, which supply water for residential, commer- 
cial, industrial, and municipal purposes in Connecticut. 
Sales and distributions are affected by seasonal weather 
fluctuations throughout the year. Profitability is dependent 
on numerous factors, such as the quantity of rainfall and 
temperature in a given period of time, industrial demand, 
prevailing rates of interest for short-term and long-term 
borrowings, energy rates, and compliance with environmen- 
tal and water-quality rewlations. Connecticut Water owns 
and operates 10 water filtration treatment plants, including 
the Guilford Well, Rockville, Westbrook Well, MacKenzie, 
Hunt Well Field, Stafford Springs, and Reynolds Bridge. In 
March, the company agreed to sell the assets of BWC and 
Barlaco to the town of Barnstable for $1 1 million. Has 193 
employees. Chaitman, C.E.O. & President: Marshall T. 
Chiaraluce. Inc.: CT. Address: 93 West Main Street,.Clinton, 
CT 06413. Tel.: (860) 669-8636. Internet: 
http://www.ctwater.com. 
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Pension many None ln w vs. None in 'a3 
TOTAL SHAREHOLDER RETURN 

Pld Stock S.8 d. P(d Div'd Paid NMF Oivrdends #us apprgnalm as oI3/3112005 
(1% of Cap'l) 

3 Mos. 6 Mos. 1 Yr. 3 Yrs. 5 Yrs.  
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08830. Tel.: (732) ,634- 1500. Inteniet: Including Cap. Leases None 

Pension USMliiy Ss.i@i. in 'w M $5.1 mill. in r)3 

ptd sw $4.1 Riil. 

Common Stock 11,358,772 shares 
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. . .  .. _. . .'AssETs(knlIl.) Zm? 2003 12nllW 
ddwngewshare)i' s i r s .  1.i. .3 '10.0 . 10.9 
sales 7.5% 11.5% 13.9 13.7 14.6 mw 55%; 8.0% kwenloly . 5 5 '. .6 

4.0 2.9 2.3 
BOdrVdW 

- -  1.0% -45% , o(hec .' 

450h l;g 7' ' 4.0% c"mlAssets 

213lb2 .19 .44 .63 
2131Bl1 .07 .46 , .70 

552.4 
161.6 
390.8 
' 43.7 
4532 
- 

.4 
11.5 
11.7 
23.6 
- 

603.5 
175.0 
428.5 
56.1 
51 1 .? 
- 

2.2 
2 

12.7 
15.1 
- 

646.9 
190.1 
456.8 
. 67.0 
552.2 
- 

.9 
J 

142 
15.4 
- 

DlMJ 37 .48 .65 
TmlM .19 .53 .60 I 

Pension LiaMflty 59.4 mil. in '04 vs. None h '03 
INmnmONAL DECISIONS 

Pfdsto*None PMDiv'dPlldNone 

BUSINESS: SJW Cop.  operates as the holding company 
of San Jose Water Company. SJW Land Company, and 
Crystal Choice Water Service, LLC. San Jose Water pro- 
vides water service to a populatian of approximately one 
million people in an area comprising 138 square miles in the 
metropolitan San Jose area. Its principal busineks consists of 
the production, purchase, storage, purification, distribution, 
and retail sale of water. It also provides nomgulated 
waterdated services under agreements with municipali- 
ties. S J W  Land owns and operates parking facilities, which 
are located adjacent to San Jose Water's headquarters and 
the HP Pavilion in San Jose, California It also owns 
commercial buildings and other undeveloped land, prima- 
rily in the metropolitan San Jose area; and a 70% limited 
partnership interest in 444 West Santa Clara Street, L.P.. a 
real estate limited partnership that OWN and operates an 
offce building. Has 302 employees. Chairman: Drew Gib- 
son. Inc.: CA. Address: 374 West Santa Clara Street, San 
Jose, CA 951%. Tel.: (408) 279-7800. Internet: 
http://wwwsjwater.com. 
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TOTAL SHAREHOLDER RETURN 
OIVrdeodS plus qwec&ca as 01 y 3 1 m  

3 Moo. 6 Mos. 1 Yr. 3 Yrs. 5 Yrs. 
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